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program,  to  take  account  of  the  great 
differences  in  the  present  state  of  de¬ 
velopment  of  recordkeeping. 

(5)  That  the  principles  should  result 
in  the  equitable  treatment  of  both  non¬ 
profit  organizations  and  profltmaklng 
organizations. 

(6)  That  there  should  be  a  recogni¬ 
tion  of  the  need  of  hospitals  and  other 
providers  to  keep  pace  with  growing 
needs  and  to  make  Improvements. 

(c)  As  formulated  herein,  the  princi¬ 
ples  give  recognition  to  such  factors  as 
depreciation.  Interest,  bad  debts,  educa¬ 
tional  costs,  compensation  of  owners,  an 
allowance  for  capital  funds  to  secure, 
preserve,  and  Improve  service-rendering 
capabilities  and  an  allowance  for  a  rea¬ 
sonable  return  on  equity  capital  of 
proprietary  facilities.  With  respect  to 
allowable  costs  some  Items  of  inclusion 
and  exclusion  are: 

( 1 )  An  appropriate  part  of  the  net  cost 
of  approved  educational  activities  will  be 
Included. 

(2)  Costs  Incurred  for  research  pur¬ 
poses,  over  and  above  usual  patient  care, 
will  not  be  Included. 

(3)  Grants,  gifts,  and  Income  from, 
endowments  will  not  be  deducted  from 
operating  costs  unless  they  are  desig¬ 
nated  by  the  donor  for  the  payment  of 
specific  operating  costs.  - 

(4)  The  value  of  services  provided  by 
nonpald  workers,  as  members  of  an  orga¬ 
nization  (Including  services  of  members 
of  religious  orders)  having  an  agreement 
with  the  provider  to  furnish  such  serv¬ 
ices,  Is  includible  in  the  amount  that 
would  be  paid  others  for  similar  work. 

(5)  Discounts  and  allowances  received 
on  the  purchase  of  goods  or  services  are 
reductions  of  the  cost  to  which  they 
relate. 

(6)  Bad  debts  growing  out  of  the  fail¬ 
ure  of  a  beneficiary  to  pay  the  deductible, 
or  the  coinsurance,  will  be  reimbursed 
(after  bona  fide  efforts  at  collection). 

(7)  Charity  and  courtesy  allowances 
are  not  Includable,  although  “fringe 
benefit"  allowances  for  employees  under 
a  formal  plan  will  be  Includable  as  part 
of  their  compensation. 

(8)  A  reasonable  allowance  of  com¬ 
pensation  for  the  services  of  owners  In 
profitmaking  organizations  will  be  al¬ 
lowed  providing  their  services  are  actu¬ 
ally  performed  In  a  necessary  function. 

(d)  In  developing  these  principles  of 
reimbursement  for  the  health  Insurance 
program,  all  of  the  considerations  In¬ 
herent  In  allowances  for  depreciation 
were  studied.  The  principles,  as  pre¬ 
sented.  provide  options  to  meet  varied 
situations.  Depreciation  will  essentially 
be  on  an  historical  cost  basis  but  since 
many  Institutions  do  not  have  adequate 
records  of  old  assets,  the  principles  pro¬ 
vide  an  optional  allowance  in  lieu  of  such 
depreciation  for  assets  acquired  before 
1966.  For  assets  acquired  after  1965, 
the  historical  cost  basis  must  be  used. 
All  assets  actually  In  use  for  production 
of  services  for  title  XVIII  beneficiaries 
will  be  recognized  even  though  they  may 
have  been  fully  or  partially  depreciated 
for  other  purposes.  Assets  financed 
with  public  funds  may  be  depreciated. 
In  general,  the  options  for  accelerated 


depreciation  allowed  by  the  Income  tax 
laws  will  be  permitted.  Although  fund¬ 
ing  of  depredation  is  not  required,  there 
Is  an  incentive  for  it  since  income  from 
funded  depredation  is  not  considered  as 
an  offset  which  must  be  taken  to  reduce 
the  Interest  expense  that  Is  allowable 
as  a  program  cost. 

(e)  An  allowance  for  costs  not  spe¬ 
cifically  recognized  Is  Included  as  an 
element  of  allowable  cost.  The  difficulty 
In  measurement  of  certain  costs,  lack  of 
adequate  data,  various  uncertainties  In¬ 
herent  In  the  application  of  any  cost 
formula  at  the  present  stage  of  cost 
finding  capabilities  and  other  consid¬ 
eration  have  precluded  specific  recogni¬ 
tion  of  various  dements  germane  to  costs 
of  furnishing  services.  For  all  providers 
except  proprietary  institutions,  the  al¬ 
lowance  in  lieu  of  specific  recognition  of 
other  costs  Is  2  percent  of  the  total 
allowable  costs,  after  exclusion  of  inter¬ 
est  expense  and  this  allowance.  For 
proprietary  providers  the  allowance  In 
lieu  of  specific  recognition  of  other  costs 
Is  1%  percent  of  total  allowable  costs 
after  exclusion  of  Interest  expense,  this 
allowance,  and  the  return  allowed  to  such 
providers  on  their  equity  capital. 

<f)  A  return  on  the  equity  capital 
of  proprietary  facilities  Is  an  allowable 
cost  in  profit-making  organization^. 
The  rate  of  return  may  not  exceed  one 
and  one-half  times  the  average  long¬ 
term  rate  of  Interest  on  obligations  Is¬ 
sued  for  purchase  by  the  Federal  Hospital 
Insurance  Trust  Fund. 

§  405.403  Apportionment  of  allowable 
coats. 

(a)  Consistent  with  prevailing  prac¬ 
tice  where  third-party  organizations  pay 
for  health  care  on  a  cost  basis,  reim¬ 
bursement  under  the  title  XVIII  health 
Insurance  program  Involves  a  determi¬ 
nation  of  (1)  each  provider’s  allowable 
cost!  for  producing  services,  and  (2)  the 
share  of  these  costs  which  Is  to  be  borne 
by  title  XVill.  The  provider’s  costs  are 
to  be  determined  in  accordance  with  the 
principles  reviewed  In  the  preceding  dis¬ 
cussion  relating  to  allowable  costs;  the 
share  to  be  borne  by  title  XVill  Is  to  be 
determined  In  accordance  with  princi¬ 
ples  relating  to  apportionment  of  cost. 

(b)  In  the  study  and  consideration  de¬ 
voted  to  the  method  of  apportioning 
costs,  the  objective  has  been  to  adopt 
methods  for  use  under  title  XVill  of  the 
Act  that  would,  to  the  extent  reasonably 
possible,  result  In  the  program's  share  of 
a  provider’s  total  allowable  costs  being 
the  same  as  the  program’s  share  of  the 
provider’s  total  services.  This  result  Is 
essential  for  carrying  out  the  statutory 
directive  that  the  program’s  payments  to 
providers  should  be  such  that  the  costs 
of  covered  services  for  beneficiaries 
would  not  be  passed  on  to  nonbeneflei- 
aries,  nor  would  the  cost  of  services  for 
nonbeneficiaries  be  borne  by  the  pro¬ 
gram. 

(c)  A  basic  factor  bearing  upon  ap¬ 
portionment  of  costs  Is  that  title  XVIII 
beneficiaries  are  not  a  cross  section  of  the 
total  population.  Nor  will  they  consti¬ 
tute  a  cross  section  of  all  patients  re¬ 
ceiving  services  from  most  of  the  pro¬ 


viders  that  participate  In  the  program. 
Available  evidence  shows  that  the  use 
of  services  by  persons  age  65  and  over 
differs  significantly  from  other  groups. 
Consequently,  the  objective  sought  In  the 
determination  of  the  title  XVIII  share 
of  a  provider’s  total  oosts  means  that 
the  methods  used  for  apportionment 
must  take  into  account  the  differences 
in  the  amount  of  services  received  by  pa¬ 
tients  who  are  beneficiaries  and  other 
patients  served  by  the  provider. 

(d)  The  method  of  cost  reimburse¬ 
ment  most  widely  used  at  the  present 
time  by  third-party  purchasers  of  In¬ 
patient  hospital  care  apportions  a  pro¬ 
vider’s  total  costs  among  groups  served 
on  the  basis  of  the  relative  number  of 
days  of  care  used.  This  method,  com¬ 
monly  referred  to  as  average  per  diem 
cost,  does  not  take  Into  account  varia¬ 
tions  in  the  amount  of  service  which  a 
day  of  care  may  represent  and  thereby 
assumes  that  the  patients  for  whom 
payment  Is  made  on  this  basis  are 
average  In  their  use  of  service. 

(e)  In  considering  the  average  per 
diem  method  of  apportioning  cost  for 
use  under  the  program,  the  difficulty 
encountered  Is  that  the  preponderance 
of  presently  available  evidence  strongly 
Indicates  that  the  over-65  patient  Is  not 
typical  from  the  standpoint  of  average 
per  diem  cost  On  the  average  he  stays 
In  the  hospital  twice  as  long  and  there¬ 
fore  the  ancillary  services  that  he  uses 
are  averaged  over  the  longer  period  of 
time,  resulting  In  an  average  per  diem 
cost  for  the  aged  alone,  significantly  be¬ 
low  the  average  per  diem  for  all  patients. 

(f )  Moreover,  the  relative  use  of  serv¬ 
ices  by  aged  patients  as  compared  to 
other  patients  differs  significantly  among 
institutions.  Consequently,  considera¬ 
tions  of  equity  among  institutions  are 
Involved  as  well  as  that  of  effectiveness 
of  the  apportionment  method  under  the 
program  In  accomplishing  the  objective 
of  paying  each  provider  fully,  but  only, 
for  services  to  beneficiaries. 

(g)  A  further  consideration  of  long- 
range  Importance  Is  that  the  relative  use 
of  services  by  aged  and  other  patients 
can  be  expected  to  change,  possibly  to  a 
significant  extent  in  future  years.  The 
ability  of  apportionment  methods  used 
under  the  program  to  reflect  such  change 
Is  an  element  of  flexibility  which  has 
been  regarded  as  Important  In  the  formu¬ 
lation  of  the  cost  reimbursement  prin¬ 
ciples. 

(h)  An  alternative  to  the  relative 
number  of  days  of  care  as  a  basis  for 
apportioning  costs  Is  the  relative  amount 
of  charges  billed  by  the  provider  for 
services  to  patients.  The  amount  of 
charges  Is  the  basis  upon  which  the  cost 
of  hospital  care  Is  distributed  among  pa¬ 
tients  who  pay  directly  for  the  services 
they  receive.  Payment  for  services  on 
the  basis  of  charges  applies  generally 
under  Insurance  programs  where  Indi¬ 
viduals  are  Indemnified  for  Incurred  ex¬ 
pense,  a  form  of  health  Insurance  widely 
held  throughout  the  Nation.  Also, 
charges  to  patients  are  commonly  a  fac¬ 
tor  In  determining  the  amount  of  pay¬ 
ment  to  hospitals  under  Insurance  pro¬ 
grams  providing  service  benefits,  many 
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of  which  pay  “costs  or  charges,  which¬ 
ever  is  less’’  and  some  of  which  pay  ex¬ 
clusively  on  the  basis  of  charges.  In  all 
of  these  instances,  the  provider’s  own 
charge  structure  and  method  of  itemiz¬ 
ing  services  for  the  purpose  of  assessing 
charges  is  utilized  as  a  measure  of  the 
amount  of  services  received  and  as  the 
basis  for  allocating  responsibility  for 
payment  among  those  receiving  the  pro¬ 
vider’s  services. 

(i)  An  increasing  number  of  third- 
party  purchasers  who  pay  for  services  on 
the  basis  of  cost  are  developing  methods 
which  utilize  charges  to  measure  the 
amount  of  services  for  which  they  have 
responsibility  for  payment.  In  this  ap¬ 
proach,  the  amount  of  charges  for  such 
services  as  a  proportion  of  the  provider’s 
total  charges  to  all  patients  is  used  to  de¬ 
termine  the  proportion  of  the  provider’s 
total  costs  for  which  the  third-party  pur¬ 
chaser  assumes  responsibility.  The  ap¬ 
proach  is  subject  to  numerous  varia¬ 
tions.  It  can  be  applied  to  the  total  of 
charges  for  all  services  combined  or  it 
can  be  applied  to  components  of  the 
provider’s  activities  for  which  the 
amount  of  costs  and  charges  are  ascer¬ 
tained  through  a  breakdown  of  data 
from  provider’s  accounting  records. 

(j)  For  the  application  of  the  ap¬ 
proach  to  components,  which  represent 
types  of  services,  the  breakdown  of  total 
costs  is  accomplished  by  “co6t-finding” 
techniques  under  which  indirect  costs 
and  nonrevenue  activities  are  allocated 
to  revenue  producing  components  for 
which  charges  are  made  as  services  are 
rendered. 

§  405.404  Method*  of  apportionment 
under  title  XVIII. 

(a)  The  principles  for  reimbursement 
under  title  XV  111  of  the  act  establish  two 
basic  methods,  either  of  which  may  be 
used  at  the  option  of  a  provider,  for  the 
determination  of  the  share  of  allowable 
costs  for  which  payment  is  to  be  made  to 
the  provider. 

(b)  The  first  alternative  is  to  apply 
the  beneficiaries’  share  of  total  charges, 
on  a  departmental  basis,  to  total  costs  for 
the  respective  departments.  Use  of  this 
department-by-department  method  will 
involve  determination,  by  cost-finding 
methods,  of  the  total  costs  for  each  of  the 
institution's  departments  that  are  reve¬ 
nue-producing;  i.e.,  departments  pro¬ 
viding  services  to  patients  for  which 
charges  are  made. 

(c)  The  second  alternative  is  a  com¬ 
bination  method.  Under  this  method,  as 
applied  to  inpatient  care,  that  part  of  a 
provider's  total  allowable  oost  which  is 
attributable  to  routine  services  (room, 
board,  nursing  service)  is  to  be  appor¬ 
tioned  on  the  basis  of  the  relative  num¬ 
ber  of  patient  days  for  beneficiaries  and 
for  other  patients;  i.e.,  an  average  cost 
per  diem  basis.  The  residual  part  of  the 
provider’s  allowable  cost,  attributable  to 
nonroutine  or  ancillary  services,  is  to  be 
apportioned  on  the  basis  of  the  bene¬ 
ficiaries’  share  of  the  total  charges  to 
patients  by  the  provider  for  nonroutine 
or  ancillary  services.  The  amounts  com¬ 
puted  to  be  the  program’s  share  of  the 
two  parts  of  the  provider’s  allowable 


costs  are  then  combined  in  determining 
the  amount  of  reimbursement  under  the 
program.  Use  of  the  combination  meth¬ 
od  will  necessitate  cost  finding  to  deter¬ 
mine  the  division  of  the  provider’s  total 
allowable  costs  into  the  two  parts, 
although  it  would  be  less  involved  than 
for  the  first  alternative,  the  department- 
by-department  method. 

(d)  It  is  recognized  that  many  hos¬ 
pitals  and  other  providers  do  not  cur¬ 
rently  employ  methods  for  ascertaining 
the  cost  of  the  services  they  produce, 
either  by  departmental  or  other  group¬ 
ings  of  services.  Although  the  use  of 
cost  finding  has  become  more  extensive 
among  institutions  in  recent  years,  for 
a  large  number  of  providers  use  of  the 
apportionment  methods  under  the  pro¬ 
gram  will  involve  compiling  information 
needed  as  a  basis  for  breaking  down  total 
costs  into  departmental  costs  or  be¬ 
tween  routine  services  and  other  serv¬ 
ices,  as  would  need  to  be  done  at  the  end 
of  each  accounting  year.  To  avoid  an 
undue  burden  on  providers  and  to  allow 
ample  time  for  all  providers  to  adopt  the 
cost-finding  methods  needed  for  the  ap¬ 
portionment  methods  under  the  pro¬ 
gram,  a  temporary  method  may  be  used, 
at  the  option  of  the  provider,  for  ac¬ 
counting  periods  ending  before  January 
1,  1968.  Under  this  option,  a  provider 
may  employ  the  combination  method  of 
apportionment  by  using  an  estimated 
percentage  obtained  from  the  intermedi¬ 
ary  as  the  basis  for  arriving  at  a  division 
of  total  allowable  costs  between  routine 
and  other  services.  This  estimated  per¬ 
centage  basis  for  division  of  costs  will  be 
accepted  in  lieu  of  actual  cost  finding  as 
the  basis  for  the  division  in  the  Initial 
reporting  period(s)  of  any  provider  of 
service.  Furthermore,  where  there  are 
special  factors  which  make  the  appor¬ 
tionment  methods  difficult  to  apply,  the 
intermediary  may  approve  appropriate 
adaptations  to  accomplish  the  objective 
of  determining  the  share  of  the  pro¬ 
vider’s  allowable  costs  which  is  attribut¬ 
able  to  services  rendered  to  beneficiaries. 

§  405.405  Payment*  to  provider*. 

<a)  The  fiscal  intermediaries  will 
establish  a  basis  for  Interim  payments  to 
each  provider.  This  may  be  done  by  one 
of  several  methods.  Where  an  inter¬ 
mediary  is  already  paying  the  provider 
on  a  cost  basis,  the  intermediary  can  ad¬ 
just  its  rate  of  payment  to  an  estimate  of 
the  result  under  the  title  XVIII  princi¬ 
ples  of  reimbursement.  Where  no  or¬ 
ganization  is  paying  the  provider  on  a 
cost  basis,  the  intermediary  can  obtain 
the  previous  year’s  financial  statement 
from  the  provider  and.  by  applying  the 
principles  of  reimbursement,  oompute  or 
approximate  an  appropriate  rate  of  pay¬ 
ment.  The  interim  payment  may  be 
related  to  the  last  year's  average  per 
diem,  or  to  charges,  or  to  any  other 
ready  basis  of  approximating  costs. 

(b)  At  the  end  of  the  period,  the 
actual  apportionment,  based  on  the  cost 
finding  and  apportionment  methods  se- 
lected  by  the  provider,  will  determine  the 
title  XVm  reimbursement  for  the  actual 
services  provided  to  beneficiaries  during 
the  period. 


(c)  Basically,  therefore.  Interim  pay¬ 
ments  to  providers  will  be  made  for  serv¬ 
ices  throughout  the  year,  with  final 
settlement  on  a  retroactive  basis  at  the 
end  of  the  accounting  period.  Interim 
payments  will  be  made  as  often  as  pos¬ 
sible  and  in  no  event  less  frequently  than 
once  a  month.  The  retroactive  pay¬ 
ments  will  take  fully  into  account  the 
costs  that  were  actually  Incurred  and 
settle  on  an  actual,  rather  than  on  an 
estimated  basis. 

<d)  In  addition  to  the  basic  procedure 
for  payment  to  a  provider  following  the 
submission  of  bills  to  the  Intermediary, 
payment  will  be  made  upon  request  by 
the  provider  on  a  basis  designed  to  re¬ 
imburse  currently  as  services  are  fur¬ 
nished  to  beneficiaries.  The  amount  of 
such  payment  will  be  computed  by  the 
intermediary  initially  on  an  estimated 
basis  and  periodically  adjusted  to  repre¬ 
sent  the  average  level  of  services  unreim¬ 
bursed  by  the  basic  payment  procedure. 

§  405.406  Financial  data  and  report*. 

(a)  The  principles  of  cost  reimburse¬ 
ment  will  require  that  providers  main¬ 
tain  sufficient  financial  records  and 
statistical  data  for  proper  determination 
of  costs  payable  under  the  program. 
Standardized  definitions,  accounting, 
statistics,  and  reporting  practices  which 
are  widely  accepted  in  the  hospital  and 
related  fields  are  followed.  Changes  in 
these  practices  and  systems  will  not  be 
required  in  order  to  determine  costs  pay¬ 
able  under  the  principles  of  reimburse¬ 
ment.  Essentially  the  methods  of  deter¬ 
mining  costs  payable  under  title  XVIII 
involve  making  use  of  data  available 
from  the  institution’s  basic  accounts,  as 
usually  maintained,  to  arrive  at  equitable 
and  proper  payment  for  services  to 
beneficiaries. 

(b)  Costs  reports  will  be  required  from 
providers  on  an  annual  basis  with  report¬ 
ing  periods  based  on  the  provider’s 
accounting  year.  In  the  interpretation 
and  application  of  the  principles  of  re¬ 
imbursement.  the  fiscal  intermediaries 
will  be  an  Important  source  of  consul¬ 
tative  assistance  to  providers  and  will  be 
available  to  deal  with  questions  and 
problems  on  a  day-to-day  basis. 

§  405.415  Depreciation :  allowance  for 
depreciation  baned  on  aewet  coat*. 

(a)  Principle.  An  appropriate  allow¬ 
ance  for  depreciation  on  buildings  and 
equipment  is  an  allowable  co6t.  The  de¬ 
preciation  must  be: 

(1)  Identifiable  and  recorded  in  the 
provider’s  accounting  records ; 

(2)  Based  on  the  historical  cost  of  the 
asset  or  fair  market  value  at  the  time  of 
donation  in  the  case  of  donated. assets; 
and 

(3)  Prorated  over  the  estimated  use¬ 
ful  life  of  the  asset  using  the  straight- 
line  method  or  accelerated  depreciation 
under  the  declining  balance  or  sum-of- 
the- years'  digits  methods. 

(b)  Definition* — (1)  Historical  costs. 
Historical  cost  is  the  eo6t  incurred  by  the 
present  owner  in  acquiring  the  asset. 

(2)  Fair  market  value.  Fair  market 
value  is  the  price  that  the  asset  would 
bring  by  bona  fide  bargaining  between 
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well-informed  buyers  and  sellers  at  the 
date  of  acquisition.  Usually  the  fair 
market  price  will  be  the  price  at  which 
bona  fide  sales  have  been  consummated 
for  assets  of  like  type,  quality,  and  quan¬ 
tity  In  a  particular  market  at  the  time  of 
acquisition. 

(3)  The  straight-line  method.  Under 
the  straight-line  method  of  depreciation, 
the  cost  or  other  basis  (e.g.  fair  market 
value  in  the  case  of  donated  assets)  of 
the  asset,  less  its  estimated  salvage  value. 
If  any,  is  determined  first.  Then  this 
amount  is  distributed  In  equal  amounts 
over  the  period  of  the  estimated  useful 
life  of  the  asset. 

(4)  Declining  balance  method.  Under 
the  declining  balance  method,  the  annual 
depreciation  allowance  is  computed  by 
multiplying  the  undepreciated  balance 
of  the  asset  each  year  by  a  uniform  rate 
up  to  double  the  straight-line  rate. 

(5)  Sum-o f-the-y  ear  s’  digits  method. 
Under  the  sum-of-the-years’  digits 
method,  the  annual  depreciation  allow¬ 
ance  Is  computed  by  multiplying  the  de¬ 
preciable  cost  basis  (cost  less  salvage 
value)  by  a  constantly  decreasing  frac¬ 
tion.  The  numerator  of  the  fraction  Is 
represented  by  the  remaining  years  of 
useful  life  of  the  asset  at  the  beginning 
of  each  year,  and  the  denominator  is 
always  represented  by  the  sum  of  the 
years’  digits  of  useful  life  at  the  time  of 
acquisition. 

(c)  Recording  of  depreciation.  Ap¬ 
propriate  recording  of  depreciation  en¬ 
compasses  the  identification  of  the  de¬ 
preciable  assets  In  use,  the  assets'  his¬ 
torical  costs,  the  method  of  depreciation, 
estimated  useful  life,  and  the  assets’  ac¬ 
cumulated  depreciation.  The  Chart  of 
Accounts  published  by  the  American 
Hospital  Association  and  publications  of 
the  Internal  Revenue  Service  are  to  be 
used  as  guides  for  the  estimation  of  the 
useful  life  of  assets. 

(d)  Depreciation  methods.  (1)  Pro- 
ration  of  the  cost  of  an  asset  over  its 
useful  life  will  be  allowed  on  the  straight- 
line,  the  declining  balance,  or  the  sum- 
of-the-years'  digits  methods.  The  pro¬ 
vider  may  choose  to  use  one  of  the  meth¬ 
ods  on  a  single  asset  or  group  of  assets 
and  another  method  on  others.  In  ap¬ 
plying  the  declining  balance  or  sum-of- 
the-years’  digits  method  to  an  asset  that 
Is  not  new,  the  undepreciated  balance  of 
the  asset  is  to  be  treated  as  the  cost  of  a 
new  asset  in  computing  the  depreciation. 

(2)  A  provider  may  change  from  the 
straight-line  method  to  an  accelerated 
method  or  vice  versa  upon  advance  ap¬ 
proval  from  the  Intermediary  on  a  pros¬ 
pective  basis  with  the  request  being  made 
before  the  end  of  the  first  month  of  the 
prospective  reporting  period.  Only  one 
such  change  with  respect  to  a  particular 
asset  may  be  made  by  a  provider. 

(e)  Funding  of  depreciation.  Al¬ 
though  funding  of  depreciation  is  not 
required,  it  Is  strongly  recommended  that 
providers  use  this  mechanism  as  a  means 
of  conserving  funds  for  replacement  of 
depreciable  assets,  and  coordinate  their 
planning  of  capital  expenditures  with 
areawide  planning  activities  of  commu¬ 
nity  and  State  agencies.  As  an  incentive 
for  funding.  Investment  Income  on 
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funded  depreciation  will  not  be  treated  as 
a  reduction  of  allowable  Interest  expense. 

(f)  Gains  and  losses  on  disposal  of 
assets.  Gains  and  losses  realised  from 
the  disposal  of  depreciable  assets  are  to 
be  Included  in  the  determination  of  al¬ 
lowable  cost.  The  extent  to  which  such 
gains  and  losses  are  includable  is  to  be 
calculated  on  a  pro  ration  basis  recogniz¬ 
ing  the  amount  of  depreciation  charged 
under  the  program  in  relation  to  the 
amount  of  depreciation,  if  any,  charged 
or  assumed  in  a  period  prior  to  the  pro¬ 
vider’s  participation  in  the  program. 

(g)  Establishment  of  cost  basis  on 
purchase  of  facility  as  ongoing  operation. 
In  establishing  the  cost  basis  for  a 
facility  purchased  as  an  ongoing  opera¬ 
tion  after  July  1,  1966,  the  price  paid 
by  the  purchaser  shall  be  the  cost  basis 
where  the  purchaser  can  demonstrate 
that  the  sale  was  a  bona  fide  sale  and  the  - 
price  did  not  exceed  the  fair  market  value 
of  the  facility  at  the  time  of  sale.  The 
cost  basis  for  depreciation  of  depreciable 
assets  shall  not  exceed  the  fair  market 
value  of  those  assets  at  the  time  of  sale. 
If  the  sale  1s  not  demonstrated  to  be  bona 
fide,  the  seller’s  cost  basis  shall  be  the 
cost  basis  to  the  purchaser. 

§  405.416  Depreciation:  optional  allow¬ 
ance  for  depreciation  based  on  a  per¬ 
centage  of  operating  coats. 

(a)  Principle.  With  respect  to  all  as¬ 
sets  acquired  before  1966,  the  provider, 
at  its  option,  may  choose  an  allowance 
for  depreciation  based  on  a  percentage 
of  operating  costs.  The  operating  costs 
to  be  used  are  the  lower  of  the  provider’s 
1965  operating  costs  or  the  provider’s 
current  year's  allowable  costs.  The  per¬ 
cent  to  be  applied  is  5  percent  starting 
with  the  year  1966-67,  with  such  per¬ 
centage  being  uniformly  reduced  by  one- 
half  percent  each  succeeding  year.  The 
allowance  based  on  operating  costs  is  In 
addition  to  regular  depreciation  on  assets 
acquired  after  1965:  however,  when  the 
optional  allowance  is  selected,  the  com¬ 
bined  amount  of  such  allowance  on  p re- 
196  6  assets  and  the  straight-line  depreci¬ 
ation  on  assets  acquired  or  rented  after 
1965  may  not  exceed  6  percent  of  the 
provider’s  allowable  cost  for  the  current 
year. 

(b)  Definitions — (1)  Operating  costs. 
Operating  costs  are  the  total  costs  in¬ 
curred  by  the  provider  in  operating  the 
institution  or  facility. 

(2)  Allowable  costs.  Allowable  costs 
are  the  costs  of  a  provider  which  are  In¬ 
cludable  under  the  principles  for  cost  re¬ 
imbursement;  by  the  application  of  ap¬ 
portionment  methods  to  the  total  amount 
of  such  allowable  costs,  the  share  of  a 
provider’s  total  cost  which  Is  attributable 
to  covered  services  for  beneficiaries  1s 
determined. 

(c)  Application.  Where  a  provider 
has  Inadequate  historical  cost  records 
for  pre-1966  depreciable  assets,  the  pro¬ 
vider  may  elect  to  receive  an  allowance 
for  depreciation  on  such  assets  based  on 
a  percentage  of  operating  costs.  The 
optional  allowance  for  depreciation  for 
such  assets  may  be  used,  however, 
whether  or  not  a  provider  has  records 
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of  the  cost  of  pre-1966  depreciable  assets 
currently  in  use. 

(d)  Allowance  based  on  a  percentage 
of  operating  costs.  (1)  The  allowance 
for  depreciation  based  on  a  percentage 
of  operating  costs  is  to  be  computed  by 
applying  a  specified  percentage  to  a  base 
amount  equal  to  the  provider’s  1965  total 
operating  costs,  without  adjustments  to 
these  principles  or  the  current  year's  al¬ 
lowable  operating  costs,  whichever  is 
lower.  The  percentage  to  be  applied 
would  be  five  for  1966-67,  four  and  one- 
half  for  1967-68,  and  would  so  continue 
to  decline  annually  by  equal  amounts  to 
become  zero  in  1976-77. 

(2)  When  used  as  a  base  for  deter¬ 
mining  the  optional  allowance  for  de¬ 
preciation,  neither  the  1965  operating 
costs  nor  the  current  year's  allowable 
costs  are  to  Include  any  actual  deprecia¬ 
tion.  estimated  depreciation  on  rented 
depreciable-type  assets,  allowance  in  lieu 
of  specific  recognition  of  other  costs,  or 
return  on  equity  capital.  Such  exclu¬ 
sions  are  to  be  made  only  for  the  purpose 
of  computing  the  allowance  for  deprecia¬ 
tion  based  on  operating  costs.  For  other 
purposes,  the  excluded  amounts  are  rec¬ 
ognized  In  determining  allowable  costs 
and  for  computing  the  costs  of  services 
rendered  to  the  program  beneficiaries 
during  the  reporting  period. 

(e)  Change  to  actual  depreciation. 
(1)A  provider  that  elects  this  allowance 
may  at  any  time  before  1976  change  to 
actual  depreciation  on  all  pre-1966  de¬ 
preciable  assets.  In  such  case,  this  op¬ 
tion  Is  eliminated  and  the  provider  can 
no  longer  elect  to  receive  an  allowance 
for  depreciation  based  on  a  percentage  of 
operating  costs. 

(2)  Where  the  provider  desires  to 
change  to  actual  depreciation  but  either 
has  no  historical  cost  records  or  has  in¬ 
complete  records,  the  determination  of 
historical  cost  could  be  made  through 
appropriate  means  involving  expert  con¬ 
sultation  with  the  determination  being 
subject  to  review  and  approval  by  the 
intermediary. 

(f)  Determination  of  optional  allow¬ 
ance  based  on  percentage  of  operating 
costs  illustrated.  The  following  illus¬ 
trates  how  the  provider  would  determine 
the  optional  allowance  for  depreciation 
based  on  operating  costs. 

Example  No.  1. — The  provider  keeps  its  rec¬ 
ords  on  a  calendar  year  basis.  The  current 
year’s  actual  allowable  coat  and  the  actual 
operating  cost  for  1966  do  not  Include  any 
actual  depreciation  or  rentals  on  depreciable- 
type  assets.  The  current  year's  allowable 
cost  also  does  not  Include  any  allowance  In 
lieu  of  specific  recognition  of  other  costs  or 


return  on  equity  capital. 

Teas  1966 

Current  year's  allowable  cost —  61,100,000 

Operating  cost  for  1966  * -  61,000,000 

Percent  for  determining  the  al¬ 
lowance _ 6 

Allowance _ _  660. 000 


*  1966  operating  coot  was  used  in  comput¬ 
ing  the  allowance  for  depreciation  based  on 
a  percentage  of  operating  coots  because  it 
wao  lower  than  1966  allowable  cost. 
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Yea*  1967 

Current  year's  allowable  cost _ $1,  200,  000 

Operating  cost  for  1965  1 _ $1,  000,  000 

Percent  for  determining  the  al¬ 
lowance _  4V4 

Allowance _  $45, 000 


1 1965  operating  cost  was  used  In  comput¬ 
ing  the  allowance  for  depreciation  based  on 
a  percentage  of  operating  costs  because  It 
was  lower  than  1967  allowable  cost. 


Yea*  1968 

Operating  cost  for  1965 - $1,000,000 

Current  year's  allowable  cost 1 _  $900. 000 

Percent  for  determining  the  al¬ 
lowance _  4 

Allowance _  $36,  000 


1  The  current  year’s  allowable  cost  was  used 
In  computing  the  allowance  for  depredation 
based  on  percentage  of  operating  costs  be* 
cause  It  was  lower  than  1965  operating  cost. 

Example  No.  2. — When  the  provider  pays 
rent  for  depreciable-type  assets  rented  prior 
to  1966,  the  estimated  depreciation  on  such 
assets  must  be  deducted  from  the  allowance. 
The  following  Illustration  demonstrates  how 
the  allowance  Is  determined. 

The  provider  keeps  Its  records  on  a  calen¬ 
dar  year  basis.  The  current  year's  actual  al¬ 
lowable  cost  and  the  actual  operating  co6t 
for  1965  did  not  Include  any  actual  deprecia¬ 
tion,  allowance  In  lieu  of  specific  recognition 
of  other  costs,  or  return  on  equity  capital. 
However,  such  costs  have  been  adjusted  to 
exclude  estimated  depreciation  on  rented 
depreciable-type  assets. 

Yea*  1966 


Adjusted  current  year’s  allowable 
cost— . $1,100,000 

Adjusted  operating  cost  far 

1965  * _ $1,000,000 

Percent  for  determining  the  al¬ 
lowance _  5 

Allowance _  $50.  000 

Less  estimated  depreciation  for 
depreciable-type  assets  rented 
prior  to  1966  on  which  rental  is 
paid  in  1966 . $3,000 

Adjusted  allowance _  $47,000 


1  1965  operating  cost  was  used  In  comput¬ 
ing  the  allowance  for  depreciation  based  on 
a  percentage  of  operating  costs  because  it 
was  lower  than  1966  allowable  cost  . 

Yea*  1967 


Adjusted  current  year’s  allowable 

cost _ $1,200,000 

Adjusted  operating  cost  for 

1965  . . . .. . $1,000,000 

Percent  for  determining  the  al¬ 
lowance _ _ _  4>4 

Allowance _  $45,  000 

Less  estimated  depreciation  for 
depreciable-type  assets  rented 
prior  to  1966  on  which  rental  is 
paid  In  1967 _  $3,  000 

Adjusted  allowance _  $42,  000 


’  1965  adjusted  operating  cost  was  used  In 
computing  the  allowance  for  depreciation 
based  on  a  percentage  of  operating  costs  be¬ 
cause  it  was  lower  than  1967  adjusted 
allowable  cost. 

(g)  Limitation  on  depreciation  where 
optional  allowance  is  used.  This  optional 


allowance  only  Is  subject  to  a  limitation 
based  on  the  provider’s  total  allowable 
operating  cost  for  the  current  year.  To 
determine  this  limitation,  compute  the 
sum  of  the  actual  depreciation  claimed, 
the  allowance  based  on  a  percentage 
of  operating  costs  and  the  estimated 
straight-line  depreciation  on  depreciable- 
type  assets  rented  after  1965.  If  this 
sum  exceeds  6  percent  of  the  provider’s 
current  year's  allowable  cost  (exclusive 
of  any  actual  depreciation  claimed,  esti¬ 
mated  depreciation  on  rented  depreci¬ 
able-type  asses ts,  allowance  in  lieu  of 
specific  recognition  of  other  costs,  and 
return  on  equity  capital) ,  the  allowance 
for  depreciation  based  on  a  percentage  of 
operating  costs  will  be  reduced  by  the 
amount  of  the  excess.  In  applying  this 
limitation,  if  the  actual  depreciation 
claimed  is  on  an  accelerated  basis  it  must 
be  converted  to  a  straight-line  basis  only 
for  use  in  calculating  this  limitation.  It 
is  presumed  that  pre-1966  assets  will  not 
be  retired  at  a  greater  than  normal  rate, 
and  the  limitation  of  6  percent,  as  it  af¬ 
fects  the  availability  of  the  allowance,  is 
designed  as  a  safeguard  where  the  pre¬ 
sumption  is  not  borne  out.  Where  the 
provider  does  not  elect  to  use  the  op¬ 
tional  allowance,  the  combined  allowance 
for  depreciation  based  on  co6ts  of  pre- 
1966  assets  and  those  subsequently  ac¬ 
quired  is  not  subject  to  the  6-percent 
limitation. 

Example  No.  I. — The  following  illustration 
demonstrates  bow  this  limitation  would  be 
determined. 

Yea*  1966 

The  provider  keeps  its  records  on  a  calen¬ 
dar  year  basis.  The  current  year’s  actual 
allowable  cost  and  the  actual  operating  cost 
for  1965  have  been  adjusted  to  exclude  actual 
depreciation  the  estimated  depreciation  on 
rented  depreciable-type  assets,  allowance  in 
lieu  of  specific  recognition  of  other  costs,  and 
return  on  equity  capital. 

Adjusted  operating  cost  for  1965.  $1.  000.  000 
Percent  for  determining  the  al¬ 
lowance _ _ _ _ _ ... _ ...  5 

In  1966  assets  were  acquired 
which  produce  a  straight-line 

depreciation  of _  $18,  000 

Estimated  depreciation  on  assets 

rented  in  1966 . $2.  000 

Adjusted  allowable  operating  cost 
for  1966 _ _ _  $1, 100,  000 

Calculation  of  Allowance  for  Depreciation 
Based  on  a  Percentage  of  Operation  Costs 


Gross  allowance : 

5%  times  adjusted  1965  operating 

costs  ($1,000,000) _ $50,000 

Estimated  depreciation  on  assets 

rented  in  1966 _ _ _  2,  000 

Straight-line  depreciation  on  post- 

1965  assets _ 18.000 

Total . . . .  70.  000 

6%  of  adjusted  1966  allowable  op¬ 
erating  cost _ _ _  66,  000 

Deduction  in  allowance _  4,000 

Allowance _  50, 000 

Reduction _  4,000 

Adjusted  allowance _ ... _  46,  000 

Total  depreciation  allowance  for  1966 
($18,000  actual  depreciation  plus 
$46,000  allowance  based  on  operat¬ 
ing  cost) _  64,000 


Assume  in  this  illustration  that  the  pro¬ 
vider  had  elected  to  use  the  declining  bal¬ 
ance  method  in  computing  its  allowable  de¬ 
preciation  and  the  rental  expense  for  de¬ 
preciable-type  assets  was  $3,600  In  that 
case,  it  would  Include  in  its  1966  allowable 
cost  not  only  the  $46,000  allowance  based 
on  operating  costs  but  also  $36,000  (in  this 
Instance  2  X  straight-line  rate  is  used)  in 
actual  depreciation  and  the  rental  expense 
of  $3,500— or  a  total  of  $85,000  covering  all 
its  depreciable  assets. 

§405.417  Depreciations  allowance  for 
depreciation  on  fully  depreciated  or 
partially  depreciated  assets. 

< a)  Principle.  Depreciation  on  assets 
being  used  by  a  provider  at  the  time  it 
enters  into  the  title  XVIII  program  is 
allowed;  this  applies  even  though  such 
assets  may  be  fully  or  partially  depre¬ 
ciated  on  the  provider’s  books. 

(b)  Application.  Depreciation  is  al¬ 
lowable  on  assets  being  used  at  the  time 
the  provider  enters  into  the  program. 
This  applies  even  though  such  assets  may 
be  fully  depreciated  on  the  provider's 
books  or  fully  depreciated  with  respect 
to  other  third-party  payers.  So  long  as 
an  asset  is  being  used,  its  useful  life  is 
considered  not  to  have  ended,  and  con¬ 
sequently  the  asset  is  subject  to  deprecia¬ 
tion  based  upon  a  revised  estimate  of  the 
asset's  useful  life  as  determined  by  the 
provider  and  approved  by  the  interme¬ 
diary.  Correction  of  prior  years'  depre¬ 
ciation  to  reflect  revision  of  estimated 
useful  life  should  be  made  in  the  first 
year  of  participation  in  the  program 
unless  the  provider  has  used  the  optional 
method  (§405.416),  in  which  case  the 
correction  should  be  made  at  the  time  of 
discontinuing  the  use  of  that  method. 
When  an  asset  has  become  fully  depre¬ 
ciated  under  title  XVIII,  further  depre¬ 
ciation  would  not  be  appropriate  or 
allowable,  even  though  the  asset  may 
continue  in  use.  For  example,  if  a  50- 
year-old  building  is  in  use  at  the  time 
the  provider  enters  into  the  program, 
depreciation  is  allowable  on  the  building 
even  though  it  has  been  fully  depreciated 
on  the  provider's  books.  Assuming  that 
a  reasonable  estimate  of  the  asset's  con¬ 
tinued  life  is  20  years  (70  years  from  the 
date  of  acquisition),  the  provider  may 
claim  depreciation  over  the  next  20 
years — if  the  asset  is  in  use  that  long — 
or  a  total  depreciation  of  as  much  as 
twenty-seventieths  of  the  asset's  histor¬ 
ical  cost.  If  the  asset  is  disposed  of  be¬ 
fore  the  expiration  of  its  estimated  use¬ 
ful  life,  the  depreciation  would  be 
adjusted  to  the  actual  useful  life.  Like¬ 
wise,  a  provider  may  not  have  fully  de¬ 
preciated  other  assets  it  is  using  and 
finds  that  it  has  incorrectly  estimated 
the  useful  lives  of  those  assets.  In  such 
cases,  the  provider  may  use  the  corrected 
useful  lives  in  determining  the  amount  of 
depreciation,  provided  such  corrections 
have  been  approved  by  the  intermediary. 

§  405.418  Depreciation:  allowance  for 
depreciation  on  aMeto  financed  with 
Federal  or  public  fund*. 

(a>  Principle.  Depreciation  is  allowed 
on  assets  financed  with  Hill-Burton  or 
other  Federal  or  public  funds. 

(b)  Application.  Like  other  assets 
(including  other  donated  depreciable 
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assets) .  assets  financed  with  Hill-Burton 
or  other  Federal  or  public  funds  become 
a  part  of  the  provider  institution's  plant 
and  equipment  to  be  used  in  rendering 
services.  It  is  the  function  of  payment 
of  depreciation  to  provide  funds  which 
make  it  possible  to  maintain  the  assets 
and  preserve  the  capital  employed  in  the 
production  of  services.  Therefore,  irre¬ 
spective  of  the  source  of  financing  of  an 
asset,  if  it  is  used  in  the  providing  of 
services  for  beneficiaries  of  the  program, 
payment  for  depreciation  of  the  asset  is, 
in  fact,  a  cost  of  the  production  of  those 
services.  Moreover,  recognition  of  this 
cost  is  necessary  to  maintain  productive 
capacity  for  the  future.  An  incentive 
for  funding  of  depreciation  is  provided 
in  these  principles  by  the  provision  that 
investment  income  on  funded  deprecia¬ 
tion  is  not  treated  as  a  reduction  of 
allowable  interest  expense  under  S  405.419 
(a)  which  follows. 

§  403.419  Intmsl  expend. 

fa)  Principle.  Necessary  and  proper 
interest  on  both  current  and  capital 
indebtedness  is  an  allowable  cost. 

(b)  Definition. > — (1)  Interest.  Inter¬ 
est  is  the  cost  incurred  for  the  use  of 
borrowed  funds.  Interest  on  current  in¬ 
debtedness  is  the  cost  incurred  for  funds 
borrowed  for  a  relatively  short  term. 
This  is  usually  for  such  purposes  as  work¬ 
ing  capital  for  normal  operating  ex¬ 
penses.  Interest  on  capital  indebtedness 
is  the  cost  incurred  for  funds  borrowed 
for  capital  purposes,  such  as  acquisition 
of  facilities  and  equipment,  and  capital 
improvements.  Generally,  loans  for 
capital  purposes  are  long-term  loans. 

(2)  Necessary.  Necessary  requires 
that  the  interest: 

(i)  Be  Incurred  on  a  loan  made  to 
satisfy  a  financial  need  of  the  provider. 
Loans  which  result  in  excess  funds  or 
investments  would  not  be  considered 
necessary. 

(ii)  Be  incurred  on  a  loan  made  for  a 
purpose  reasonably  related  to  patient 
care. 

(ill)  Be  reduced  by  investment  income 
except  where  such  Income  is  from  gifts 
and  grants,  whether  restricted  or  unre¬ 
stricted.  and  which  are  held  separate  and 
not  commingled  with  other  funds.  In¬ 
come  from  funded  depreciation  or  pro¬ 
vider's  qualified  pension  fund  is  not  used 
to  reduce  interest  expense. 

(3)  Proper.  Proper  requires  that  in¬ 
terest: 

(i)  Be  incurred  at  a  rate  not  in  excess 
of  what  a  prudent  borrower  would  have 
had  to  pay  in  the  money  market  existing 
at  the  time  the  loan  was  made. 

(ii)  Be  paid  to  a  lender  not  related 
through  control  or  ownership,  or  per¬ 
sonal  relationship  to  the  borrowing  orga¬ 
nization.  However,  Interest  is  allowable 
if  paid  on  loans  from  the  provider's 
donor-restricted  funds,  the  funded  de¬ 
preciation  account,  or  provider's  quali¬ 
fied  pension  fund. 

(c>  Borrower-lender  relationship.  (1) 
To  be  allowable,  interest  expense  must 
be  incurred  on  indebtedness  established 
with  lenders  or  lending  organizations  not 
related  through  control,  ownership,  or 
personal  relationship  to  the  borrower. 
Presence  of  any  of  these  factors  could 


affect  the  “bargaining'’  process  that 
usually  accompanies  the  making  of  a 
loan,  and  could  thus  be  suggestive  of  an 
agreement  on  higher  rates  of  interest  or 
of  unnecessary  loans.  Loans  should  be 
made  under  terms  and  conditions  that  a 
prudent  borrower  would  make  in  arms- 
length  transactions  with  lending  insti¬ 
tutions.  The  intent  of  this  provision  is 
to  assure  that  loans  are  legitimate  and 
needed,  and  that  the  interest  rate  is 
reasonable.  Thus,  interest  paid  by  the 
provider  to  partners,  stockholders,  or 
related  organizations  of  the  provider 
would  not  be  allowable.  Where  the 
owner  uses  his  own  funds  in  a  business, 
it  is  reasonable  to  treat  the  funds  as  in¬ 
vested  funds  or  capital,  rather  than 
borrowed  funds.  Therefore,  where  in¬ 
terest  on  loans  by  partners,  stockholders, 
or  related  organizations  is  disallowed  as 
a  cost  solely  because  of  the  relationship 
factor,  the  principal  of  such  loans  shall 
be  treated  as  invested  funds  in  the  com¬ 
putation  of  the  provider's  equity  capital 
under  §  405.429. 

(2)  Exceptions  to  the  general  rule  re¬ 
garding  Interest  on  loans  from  controlled 
sources  of  funds  are  made  in  the  follow¬ 
ing  circumstances.  Interest  on  loans  to 
providers  by  partners,  stockholders,  or 
related  organizations  made  prior  to 
July  1.  1966,  is  allowable  as  cost,  pro¬ 
vided  that  the  terms  and  conditions  of 
payment  of  such  loans  have  been  main¬ 
tained  in  effect  without  modification  sub¬ 
sequent  to  July  1,  1966.  Where  the  gen¬ 
eral  fund  of  a  provider  “borrows”  from  a 
donor-restricted  fund  and  pays  interest 
to  the  restricted  fund,  this  Interest  ex¬ 
pense  is  an  allowable  cost.  The  same 
treatment  is  accorded  interest  paid  by 
the  general  fund  on  money  “borrowed” 
from  the  funded  depreciation  account  of 
the  provider  or  from  the  provider's  quali¬ 
fied  pension  fund.  In  addition,  if  a 
provider  operated  by  members  of  a  reli¬ 
gious  order  borrows  from  the  order,  in¬ 
terest  paid  to  the  order  is  an  allowable 
cost. 

(3)  Where  funded  depreciation  is  used 
for  purposes  other  than  improvement,  re¬ 
placement.  or  expansion  of  facilities  or 
equipment  related  to  patient  care,  allow¬ 
able  interest  expense  is  reduced  to  ad¬ 
just  for  offsets  not  made  in  prior  years 
for  earnings  on  funded  depreciation.  A 
similar  treatment  will  be  accorded  de¬ 
posits  in  the  provider's  qualified  pension 
fund  where  such  deposits  are  used  for 
other  than  the  purpose  for  which  the 
fund  was  established. 

(4)  Allowable  interest  expense  on  cur¬ 
rent  indebtedness  of  a  provider  will  be 
adjusted  to  reflect  the  extent  to  which 
working  capital  needs  which  are  attrib¬ 
utable  to  covered  services  for  benefici¬ 
aries  have  been  met  by  payments  to  the 
provider  designed  to  reimburse  cur¬ 
rently  as  services  are  furnished  to  bene¬ 
ficiaries. 

§  405.420  Bad  debt*,  charily,  and  cour¬ 
tesy  allowances. 

(a)  Principle.  Bad  debts,  charity,  and 
courtesy  allowances  are  deductions  from 
revenue  and  are  not  to  be  included  in 
allowable  cost:  however,  bad  debts  at¬ 
tributable  to  the  deductibles  and  coin¬ 


surance  amounts  are  reimbursable  Under 
the  program. 

(b)  Definitions — (1)  Bad  debts.  Bad 
debts  are  amounts  considered  to  be  un¬ 
collectible  from  accounts  and  notes  re¬ 
ceivable  which  were  created  or  acquired 
in  providing  services.  “Accounts  receiv¬ 
able”  and  “notes  receivable”  are  designa¬ 
tions  for  claims  arising  from  the  render¬ 
ing  of  services,  and  are  collectible  in 
money  in  the  relatively  near  future. 

(2)  Charity  allowances.  Charity  al¬ 
lowances  are  reductions  in  charges  made 
by  the  provider  of  services  because  of  the 
indigence  or  medical  indigence  of  the 
patient. 

(3)  Courtesy  allowances.  Courtesy 
allowances  Indicate  a  reduction  in 
charges  in  the  form  of  an  allowance  to 
physicians,  clergy,  members  of  religious 
orders,  and  others  as  approved  by  the 
governing  body  of  the  provider,  for  serv¬ 
ices  received  from  the  provider.  Em¬ 
ployee  fringe  benefits,  such  as  hospital¬ 
ization  and  personnel  health  programs, 
are  not  considered  to  be  courtesy  allow¬ 
ances. 

(c>  Normal  accounting  treatment:  re¬ 
duction  in  revenue.  Bad  debts,  charity, 
and  courtesy  allowances  represent  re¬ 
ductions  in  revenue.  The  failure  to  col¬ 
lect  charges  for  services  rendered  does 
not  add  to  the  cost  of  providing  the 
services.  Such  costs  have  already  been 
incurred  in  the  production  of  the 
services. 

<d>  Requirements  of  title  XVIII.  Title 
XVIII  of  the  Act  costs  of  covered  services 
furnished  beneficiaries  are  not  to  be 
borne  by  individuals  not  covered  by  the 
health  insurance  program,  and  con¬ 
versely,  costs  of  services  provided  for 
other  than  beneficiaries  are  not  to  be 
borne  by  the  health  Insurance  program. 
Uncollected  revenue  related  to  services 
rendered  to  beneficiaries  of  the  program 
generally  means  the  provider  has  not 
recovered  the  cost  of  services  covered  by 
that  revenue.  The  failure  of  benefici¬ 
aries  to  pay  the  deductible  and  coinsur¬ 
ance  amounts  can  result  in  the  related 
costs  of  covered  services  being  borne  by 
other  than  beneficiaries  of  title  XVIII. 
To  assure  that  such  covered  service  costs 
are  not  borne  by  otherti,  the  costs  at¬ 
tributable  to  the  deductible  and  coin¬ 
surance  amounts  which  remain  unpaid 
are  added  to  the  title  XVIII  share  of 
allowable  costs.  Bad  debts  arising  from 
other  sources  are  not  allowable  costs. 

(e)  Criteria  for  allowable  bad  debt. 
A  bad  debt  must  meet  the  following 
criteria  to  be  allowable: 

(1)  The  debt  must  be  related  to 
covered  services  and  derived  from  de¬ 
ductible  and  coinsurance  amounts. 

(2)  The  provider  must  be  able  to  es¬ 
tablish  that  reasonable  collection  efforts 
were  made. 

(3)  The  debt  was  actually  uncollect¬ 
ible  when  claimed  as  worthless. 

(4)  Sound  business  judgment  estab¬ 
lished  that  there  was  no  likelihood  of 
recovery  at  any  time  in  the  future. 

(f)  Charging  of  bad  debts  and  bad 
debt  recoveries.  The  amounts  uncollec¬ 
tible  fro  hi  specific  beneficiaries  are  to  be 
charged  off  as  bad  debts  in  the  account¬ 
ing  period  in  which  the  accounts  are 
deemed  to  be  worthless.  In  some  cases 
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an  amount  previously  written  off  as  a  bad 
debt  and  allocated  to  the  program  may 
be  recovered  in  a  subsequent  accounting 
period;  in  such  cases  the  income  there¬ 
from  must  be  used  to  reduce  the  cost  of 
beneficiary  services  for  the  period  in 
which  the  collection  is  made. 

<g)  Charity  allowances.  Charity  al¬ 
lowances  have  no  relationship  to  bene¬ 
ficiaries  of  the  health  insurance  program 
and  are  not  allowable  costs.  The  cost 
to  the  provider  of  employee  fringe-bene¬ 
fit  programs  is  an  allowable  element  of 
reimbursement. 

§  105.121  Cost  of  educational  activities. 

(a)  Principle.  An  appropriate  part 
of  the  net  cost  of  approved  educational 
activities  is  an  allowable  cost. 

<b)  Definitions — (1)  Approved  edu¬ 
cational  activities.  Approved  educa¬ 
tional  activities  means  formally  or¬ 
ganized  or  planned  programs  of  study 
usually  engaged  in  by  providers  in  order 
to  enhance  the  quality  of  patient  care  in 
an  institution.  These  activities  must  be 
licensed  where  required  by  State  law. 
Where  licensing  is  not  required,  the  in¬ 
stitution  must  receive  approval  from  the 
recognized  national  professional  organi¬ 
zation  for  the  particular  activity. 

<2)  Net  cost.  The  net  co6t  means  the 
cost  of  approved  educational  activities 
(including  stipends  of  trainees,  compen¬ 
sation  of  teachers,  and  other  costs  >,  less 
any  reimbursements  from  grants,  tuition, 
and  specific  donations. 

<3)  Appropriate  part.  Appropriate 
part  means  the  net  cost  of  the  activity 
apportioned  in  accordance  with  the 
methods  set  forth  in  these  principles.  . 

<c)  Educational  activities.  Many  pro¬ 
viders  engage  in  educational  activities 
including  training  programs  for  nurses, 
medical  students.  Interns  and  residents, 
and  various  paramedical  specialties. 
These  programs  contribute  to  the  quality 
of  patient  care  within  an  institution  and 
are  necessary  to  meet  the  community’s 
needs  for  medical  and  paramedical  per¬ 
sonnel.  It  is  recognized  that  the  costs 
of  such  educational  activities  should  be 
borne  by  the  community.  However, 
many  communities  have  not  assumed  re¬ 
sponsibility  for  financing  these  programs 
and  it  is  necessary  that  support  be  pro¬ 
vided  by  those  purchasing  health  care. 
Until  communities  undertake  to  bear 
these  costs,  the  program  will  participate 
appropriately  in  the  support  of  these  ac¬ 
tivities.  Although  the  intent  of  the 
program  is  to  share  in  the  support  of 
educational  activities  customarily  or 
traditionally  carried  on  by  providers  in 
conjunction  with  their  operations,  it  is 
not  intended  that  this  program  should 
participate  in  increased  costs  resulting 
from  redistribution  of  costs  from  educa¬ 
tional  institutions  or  units  to  patient  care 
institutions  or  units. 

<d>  “Orientation”  and  “ on-the-job 
training”.  The  costs  of  "orientation” 
and  “on-the-job  training"  are  not  within 
the  scope  of  this  principle  but  are  recog¬ 
nized  as  normal  operating  costs  in  ac¬ 
cordance  with  principles  relating  thereto. 

<e>  Approved  programs.  In  addition 
to  approved  medical,  osteopathic,  and 


dental  internships  and  residency  pro¬ 
grams,  recognized  professional  and  para¬ 
medical  educational  and  training  pro- 


(f )  Other  educational  programs. 
There  may  also  be  other  educational  pro¬ 
grams  not  included  in  the  foregoing  in 
which  a  provider  institution  is  engaged. 
Appropriate  consideration  will  be  given 
by  the  intermediary  and  the  Social  Se¬ 
curity  Administration  to  the  costs  in¬ 
curred  for  those  activities  that  come 
within  the  purview  of  the  principle  when 
determining  the  allowable  costs  for  ap¬ 
portionment  under  the  health  insurance 
program. 

§  405.422  Research  eoM». 

(a)  Principle.  Costs  incurred  for  re¬ 
search  purposes,  over  and  above  usual 
patient  care,  are  not  includible  as  allow¬ 
able  costs. 

<b>  Application.  (1)  There  are  nu¬ 
merous  sources  of  financing  for  health- 
related  research  activities.  Funds  for 
this  purpose  are  provided  under  many 
Federal  programs  and  by  other  tax-sup¬ 
ported  agencies.  Also,  many  founda¬ 
tions.  voluntary  health  agencies,  and 
other  private  organizations,  as  well  as 
individuals,  sponsor  or  contribute  to  the 
support  of  medical  and  related  research. 
Funds  available  from  such  sources  are 
generally  ample  to  meet  basic  medical 
and  hospital  research  needs.  A  further 
consideration  is  that  quality  review 
should  be  assured  as  a  condition  of  gov¬ 
ernmental  support  for  research.  Provi¬ 
sions  for  such  review  would  Introduce 
special  difficulties  in  the  health  Insurance 
program. 

(2)  Where  research  is  conducted  in 
conjunction  with  and  as  a  part  of  the 
care  of  patients,  the  costs  of  usual  pa- 


grams  now  being  conducted  by  provider 
institutions,  and  their  approving  bodies, 
Include  the  following: 


tient  care  are  allowable  to  the  extent 
that  such  costs  are  not  met  by  funds 
provided  for  the  research.  Under  this 
principle,  however,  studies,  analyses,  sur¬ 
veys.  and  related  activities  to  serve  the 
provider’s  administrative  and  program 
needs,  are  not  excluded  as  allowable  costs 
In  the  determination  of  reimbursement 
under  title  XVm  of  the  Act. 

§  405.423  Grants,  gifts,  and  inronir 
from  endowments. 

<a)  Principle.  Unrestricted  grants, 
gifts,  and  income  from  endowments 
should  not  be  deducted  from  operating 
costs  in  computing  reimbursable  cost. 
Grants,  gifts,  or  endowment  income  des¬ 
ignated  by  a  donor  for  paying  specific 
operating  costs  should  be  deducted  from 
the  particular  operating  cost  or  group  of 
costs. 

(b)  Definitions  —  (1)  Unrestricted 
grants,  gifts,  income  from  endowment. 
Unrestricted  grants,  gifts,  and  income 
from  endowments  are  funds,  cash  or 
otherwise,  given  to  a  provider  without 
restriction  by  the  donor  as  to  their  use. 

(2)  Designated  or  restricted  grants, 
gifts,  and  income  from  endowments. 
Designated  or  restricted  grants,  gifts, 
and  Income  from  endowments  are  funds, 
cash  or  otherwise,  which  must  be  used 
only  for  the  specific  purpose  designated 
by  the  donor.  This  does  not  refer  to 
unrestricted  grants,  gifts,  or  income  from 
endowments  which  have  been  restricted 
for  a  specific  purpose  by  the  provider. 

(c)  Application.  (1)  Unrestricted 
funds,  cash  or  otherwise,  are  generally 
the  property  of  the  provider  to  be  used 


Program  Approving  bodies 

(1)  Cytotechnology _ _ _ Council  on  Medical  Education  of  the  American  Medical 

Association  in  collaboration  with  the  Board  of  Schools 
of  Medical  Technology  of  the  American  Society  of 
Clinical  Pathologists. 

(2)  Dietetic  internships _ The  American  Dietetic  Association. 

(3)  Hospital  administration  Members  of  the  Association  of  University  Programs  In 

residencies.  Hospital  Administration. 

(4)  Inhalation  therapy _ Council  on  Medical  Education  of  the  American  Medical 

Association  in  collaboration  with  the  Board  of  Schools 
of  Inhalation  Therapy. 

(5)  Medical  records _ Council  on  Medical  Education  of  the  American  Medical 

Association  in  collaboration  with  the  Committee  on 
Education  and  Registration  of  the  American  Associa¬ 
tion  of  Medical  Record  Librarians. 

(6)  Medical  technology _ Council  on  Medical  Education  of  the  American  Medical 

Association  in  collaboration  with  the  Board  of  Schools 
of  Medical  Technology,  American  Society  of  Clinical 
Pathologists. 

(7)  Nurse  anesthetists _ The  American  Association  of  Nurse  Anesthetists. 

(8)  Professional  nursing _ Approved  by  the  respective  State  approving  authorities 

Reported  for  the  United  States  by  the  National  League 
for  Nursing. 

(9)  Practical  nursing _ Approved  by  the  respective  State  approving  authorities. 

Reported  for  the  United  States  by  the  National  League 
for  Nursing. 

(10)  Occupational  therapy _ _  Council  on  Medical  Education  of  the  American  Medical 

Association  in  collaboration  with  the  Council  on  Edu¬ 
cation  of  the  American  Occupational  Therapy 
•  Association. 

( 11 )  Pharmacy  residencies^ _ American  Society  of  Hospital  Pharmacists. 

(12)  Physical  therapy _ Council  on  Medical  Education  of  the  American  Medical 

Association  in  collaboration  with  the  American  Physical 
Therapy  Association. 

(13)  X-ray  technology _ Council  on  Medical  Education  of  the  American  Medical 

Association  in  collaboration  with  the  American  Col¬ 
lege  of  Radiology. 
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In  any  manner  its  management  deems 
appropriate  and  should  not  be  deducted 
from  operating  costs.  It  would  be  In¬ 
equitable  to  require  providers  to  use  the 
unrestricted  funds  to  reduce  the  pay¬ 
ments  for  care.  The  use  of  these  funds 
is  generally  a  means  of  recovering  costs 
which  are  not  otherwise  recoverable. 

(2)  Donor-restricted  funds  which  are 
designated  for  paying  certain  hospital 
operating  expenses  should  apply  and 
serve  to  reduce  these  costs  or  group  of 
costs  and  benefit  all  patients  who  use 
services  covered  by  the  donation.  If 
such  costs  are  not  reduced,  the  provider 
would  secure  reimbursement  for  the  same 
expense  twice;  It  would  be  reimbursed 
through  the  donor-restricted  contribu¬ 
tions  as  well  as  from  patients  and  third- 
party  payers  including  the  title  XVIII 
health  insurance  program. 

§  405.424  Value  of  Services  of  nonpaid 
workers. 

(a)  Principle.  The  value  of  services 
in  positions  customarily  held  by  full¬ 
time  employees  performed  on  a  regular, 
scheduled  basis  by  individuals  as  nonpaid 
members  of  organizations  under  arrange¬ 
ments  between  such  organizations  and  a 
provider  for  the  performance  of  such 
services  without  direct  remuneration 
from  the  provider  to  such  individuals  is 
allowable  as  an  operating  expense  for 
the  determination  of  allowable  cost  sub¬ 
ject  to  the  limitation  contained  in  para¬ 
graph  (b)  of  this  section.  The  amounts 
allowed  are  not  to  exceed  those  paid 
others  for  similar  work.  Such  amounts 
must  be  identifiable  in  the  records  of  the 
institutions  as  a  legal  obligation  for 
operating  expenses. 

(b)  Limitations;  services  of  nonpaid 
workers.  The  services  must  be  per¬ 
formed  on  a  regular,  scheduled  basis  in 
positions  customarily  held  by  full-time 
employees  and  necessary  to  enable  the 
provider  to  carry  out  the  /unctions  of 
normal  patient  care  and  operation  of  the 
institution.  The  value  of  services  of  a 
type  for  which  providers  generally  do  not 
remunerate  individuals  performing  such 
services  is  not  allowable  as  a  reimbursable 
cost  under  the  title  XVUI  health  insur¬ 
ance  program.  For  example,  donated 
services  of  individuals  in  distributing 
books  and  magazines'  to  patients,  or  in 
serving  in  a  provider  canteen  or  cafeteria 
or  in  a  provider  gift  shop,  would  not  be 
reimbursable. 

(c)  Application.  The  following  illus¬ 
trates  how  a  provider  would  determine 
an  amount  to  be  allowed  under  this  prin¬ 
ciple;  The  prevailing  salary  for  a  lay 
nurse  working  in  Hospital  A  is  $5,000  for 
the  year.  The  lay  nurse  receives  no 
maintenance  or  special  percyiisites.  A 
sister  working  as  a  nurse  engaged  in  the 
same  activities  in  the  same  hospital  re¬ 
ceives  maintenance  and  special  per¬ 
quisites  which  cost  the  hospital  $2,000 
and  are  included  in  the  hospital’s  allow¬ 
able  operating  costs.  The  hospital  would 
then  include  in  its  records  an  additional 
$3,000  to  bring  the  value  of  the  services 
rendered  to  $5,000.  The  amount  of 
$3,000  would  be  allowable  where  the  pro¬ 
vider  assumes  obligation  for  the  expense 
under  a  written  agreement  with  the  sis¬ 


terhood  or  other  religious  order  covering 
payment  by  the  provider  for  the  services. 

§  405.425  Purchase  discount*  and  allow¬ 
ance*,  and  refunds  of  expense*. 

(a)  Principle.  Discounts  and  allow¬ 
ances  received  on  purchases  of  goods  or 
services  are  reductions  of  the  costs  to 
which  they  relate.  Similarly,  refunds 
of  previous  expense  payments  are  reduc¬ 
tions  of  the  related  expense. 

(b)  Definitions — (1)  Discounts.  Dis¬ 
counts,  in  general,  are  reductions 
granted  for  the  settlement  of  debts. 

<2)  Allowances.  Allowances  are  de¬ 
ductions  granted  for  damage,  delay, 
shortage,  imperfection,  or  other  causes, 
excluding  discounts  and  returns. 

(3)  Refunds.  Refunds  are  amounts 
paid  back  or  a  credit  allowed  on  account 
of  an  overcollection. 

(c)  Normal  accounting  treatment : 
Reduction  of  costs.  All  discounts,  al¬ 
lowances,  and  refunds  of  expenses  are 
reductions  in  the  cost  of  goods  or  serv¬ 
ices  purchased  and  are  not  income. 
When  they  are  received  in  the  same  ac¬ 
counting  period  in  which  the  purchases 
were  made  or  expenses  were  Incurred, 
they  will  reduce  the  purchases  or  ex¬ 
penses  of  that  period.  However,  when 
they  are  received  in  a  later  accounting 
period,  they  will  reduce  the  comparable 
purchases  or  expenses  in  the  period  in 
which  they  are  received. 

(d)  Application.  (1)  Purchase  dis¬ 
counts  have  been  classified  as  cash, 
trade,  or  quantity  discounts.  Cash  dis¬ 
counts  are  reductions  granted  for  the 
settlement  of  debts  before  they  are  due. 
Trade  discounts  are  reductions  from  list 
prices  granted  to  a  class  of  customers 
before  consideration  of  credit  terms. 
Quantity  discounts  are  reductions  from 
list  prices  granted  because  of  the  size 
of  individual  or  aggregate  purchase 
transactions.  Whatever  the  classifica¬ 
tion  of  purchase  discounts,  like  treat¬ 
ment  in  reducing  allowable  costs  is  re¬ 
quired.  In  the  past,  purchase  discounts 
were  considered  as  financial  manage¬ 
ment  income.  However,  modem  ac¬ 
counting  theory  holds  that  income  is  not 
derived  from  a  purchase  but  rather  from 
a  sale  or  an  exchange  and  that  purchase 
discounts  are  reductions  in  the  cost  of 
whatever  was  purchased.  The  true  cost 
of  the  goods  or  services  is  the  net  amount 
actually  paid  for  them.  Treating  pur¬ 
chase  discounts  as  income  would  result 
in  an  overstatement  of  costs  to  the  ex¬ 
tent  of  the  discount. 

(2)  As  with  discounts,  allowances,  and 
rebates  received  from  purchases  of  goods 
or  services  and  refunds  of  previous  ex¬ 
pense  payments  are  clearly  reductions 
In  costs  and  must  be  reflected  in  the 
determination  of  allowable  costs.  This 
treatment  is  equitable  and  is  in  accord 
with  that  generally  followed  by  other 
governmental  programs  and  third-party 
payment  organizations  pairing  on  the 
basis  of  cost. 

§  405.426  Compensation  of  owners. 

(a)  Principle.  A  reasonable  allowance 
of  compensation  for  services  of  owners 
is  an  allowable  cost,  provided  the  services 


are  actually  performed  in  a  necessary 
function. 

(b)  Definitions — (1)  Compensation. 
Compensation  means  the  total  benefit 
received  by  the  owner  for  the  services 
he  renders  to  the  institution.  It 
Includes: 

(1)  Salary  amounts  paid  for  manage¬ 
rial,  administrative,  professional,  and 
other  services. 

(11)  Amounts  paid  by  the  Institution 
for  the  personal  benefit  of  the  proprietor. 

(ill)  The  cost  of  assets  and  services 
which  the  proprietor  receives  from  tins 
institution. 

(iv)  Deferred  compensation. 

(2)  Reasonableness.  Reasonableness 
requires  that  the  compensation  allow¬ 
ance; 

(1)  Be  such  an  amount  as  would  ordi¬ 
narily  be  paid  for  comparable  services 
by  comparable  institutions. 

(il)  Depend  upon  the  facts  and  cir¬ 
cumstances  of  each  case. 

(3)  Necessary.  Necessary  requires 
that  the  function: 

(1)  Be  such  that  had  the  owner  not 
rendered  the  services,  the  institution 
would  have  had  to  employ  another  per¬ 
son  to  perform  the  services. 

(11)  Be  pertinent  to  the  operation  and 
sound  conduct  of  the  institution. 

(c)  Application.  (1)  Owners  of  pro¬ 
vider  organizations  often  render  services 
as  managers,  administrators,  or  in  other 
capacities.  In  such  cases,  it  is  equitable 
that  reasonable  compensation  for  the 
services  rendered  be  an  allowable  cost. 
To  do  otherwise  would  disadvantage  such 
owners  in  comparison  with  corporate 
providers  or  providers  employing  persons 
to  perform  similar  services. 

(2)  Ordinarily,  compensation  paid  to 
proprietors  is  a  distribution  of  profits. 
However,  where  a  proprietor  renders  nec¬ 
essary  services  for  the  institution,  the 
institution  is  in  effect  employing  his 
services,  and  a  reasonable  compensation 
for  these  services  is  an  allowable  cost. 
In  corporate  providers,  the  salaries  of 
owners  who  are  also  employees  are  sub¬ 
ject  to  the  same  requirements  of  reason¬ 
ableness.  Where  the  services  are  ren¬ 
dered  on  less  than  a  full-time  basis,  the 
allowable  compensation  should  reflect  an 
amount  proportionate  to  a  full-time 
basis.  Reasonableness  of  compensation 
may  be  determined  by  reference  to,  or 
in  comparison  with,  compensation  paid 
for  comparable  services  and  responsibil¬ 
ities  in  comparable  institutions;  or  it 
may  be  determined  by  other  appropriate 
means. 

§  405.427  Cost  to  related  organizations. 

(a)  Principle.  Costs  applicable  to 
services,  facilities,  and  supplies  furnished 
to  the  provider  by  organizations  related 
to  the  provider  by  common  ownership 
or  control  are  includable  in  the  allowable 
cost  of  the  provider  at  the  cost  to  the 
related  organization.  However,  such 
cost  must  not  exceed  the  price  of  com¬ 
parable  services,  facilities,  or  supplies 
that  could  be  purchased  elsewhere. 

(b)  Definitions — (1)  Related  to  pro- 
cider.  Related  to  the  provider  means 
that  the  provider  to  a  significant  extent 
is  associated  or  affiliated  with  or  has 
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control  of  or  Is  controlled  by  the  organi¬ 
zation  furnishing  the  services,  facilities, 
or  supplies. 

(2)  Common  ownership.  Common 
ownership  exists  when  an  individual  or 
individuals  possess  significant  ownership 
or  equity  In  the  provider  and  the  insti¬ 
tution  or  organization  serving  the 
provider. 

(3)  Control.  Control  exists  where  an 
individual  or  an  organization  has  the 
power,  directly  or  indirectly,  significantly 
to  influence  or  direct  the  actions  or  pol¬ 
icies  of  an  organization  or  institution. 

(c)  Application.  (1)  Individuals  and 
organizations  associate  with  others  for 
various  reasons  and  by  various  means. 
Some  deem  it  appropriate  to  do  so  to 
assure  a  steady  flow  of  supplies  or  serv¬ 
ices.  to  reduce  competition,  to  gain  a  tax 
advantage,  to  extend  influence,  and  for 
other  reasons.  These  goals  may  be  ac¬ 
complished  by  means  of  ownership  or 
control,  by  financial  assistance,  by  man¬ 
agement  assistance,  and  other  ways. 

(2)  Where  the  provider  obtains  items 
of  services,  facilities,  or  supplies  from 
an  organization,  even  though  it  is  a 
separate  legal  entity,  and  the  organiza¬ 
tion  is  owned  or  controlled  by  the 
owner(s)  of  the  provider,  in  effect  the 
items  are  obtained  from  Itself.  An  ex¬ 
ample  would  be  a  corporation  building 
a  hospital  or  a  nursing  home  and  then 
leasing  it  to  another  corporation  con¬ 
trolled  by  the  owner.  Therefore,  re¬ 
imbursable  cost  should  include  the  costs 
for  these  items  at  the  cost  to  the  supply¬ 
ing  organization.  However,  if  the  price 
in  the  open  market  for  comparable  serv¬ 
ices,  facilities,  or  supplies  is  lower  than 
the  cost  to  the  supplier,  the  allowable 
cost  to  the  provider  shall  not  exceed  the 
market  price. 

(d)  Exception.  An  exception  is  pro¬ 
vided  to  this  general  principle  if  the  pro¬ 
vider  demonstrates  by  convincing  evi¬ 
dence  to  the  satisfaction  of  the  fiscal 
intermediary  (or,  where  the  provider  has 
not  nominated  a  fiscal  intermediary,  the 
Social  Security  Administration),  that 
the  supplying  organization  is  a  bona  fide 
separate  organization;  that  a  substantial 
part  of  its  business  activity  of  the  type 
carried  on  with  the  provider  is  trans¬ 
acted  with  others  than  the  provider  and 
organizations  related  to  the  supplier  by 
common  ownership  or  control  and  there 
is  an  open,  competitive  market  for  the 
type  of  services,  facilities,  or  supplies 
furnished  by  the  organization;  that  the 
services,  facilities,  or  supplies  are  those 
which  commonly  are  obtained  by  in¬ 
stitutions  such  as  the  provider  from 
other  organizations  and  are  not  a  basic 
element  of  patient  care  ordinarily  fur¬ 
nished  directly  to  patients  by  such  in¬ 
stitutions;  and  that  the  charge  to  the 
provider  is  in  line  with  the  charge  for 
such  services,  facilities,  or  supplies  in  the 
open  market  and  no  more  than  the 
charge  made  under  comparable  cir¬ 
cumstances  to  others  by  the  organization 
for  such  services,  facilities,  or  supplies. 
In  such  cases,  the  charge  by  the  supplier 
to  the  provider  for  such  services,  facili¬ 
ties,  or  supplies  shall  be  allowable  as  cost 


§  405.428  Allowance  in  lieu  of  specific 
recognition  of  other  coal*. 

(a)  Principle.  In  lieu  of  specific 
recognition  of  other  costs  in  providing 
and  Improving  services,  an  allowance 
amounting  to  2  percent  of  allowable  costs 
(with  the  exception  of  interest  expense 
and  the  allowance  under  this  principle) 
is  includible  as  an  element  of  reasonable 
cost  of  services  except  that,  for  pro¬ 
prietary  providers,  the  allowance  shall  be 
1*72  percent  of  allowable  costs  (with  the 
exception  of  interest  expense,  the  allow¬ 
ance  under  this  principle  and  the  return 
allowed  on  equity  capital) . 

<b)  Application.  Difficulty  in  meas¬ 
urement,  lack  of  adequate  data  and  other 
considerations  have  precluded  specific 
recognition  of  various  elements  which 
are  germane  to  costs  of  services  for 
beneficiaries.  Moreover,  although  the 
methods  to  be  utilized  by  providers  for 
determining  the  actual  cost  of  services 
provided  to  beneficiaries  are  the  best 
available,  there  is  some  lack  of  perclslon 
in  methods  for  determining  costs  at  the 
present  stage  of  development  of  cost 
finding  which  represents  a  contingency 
for  which  recognition  is  appropriate.  It 
is  the  established  practice  of  a  significant 
number  of  large  third-party  purchasers 
to  Include  in  payment  for  costs  of  serv¬ 
ices  a  factor  in  the  form  of  an  allowance 
to  cover  various  elements  not  specifically 
recognized  or  not  precisely  measured. 
The  reduction  in  the  allowance  for  pro¬ 
prietary  providers  is  made  because  a 
return  on  equity  capital  is  specifically 
recognized  as  a  cost  for  proprietary  pro¬ 
viders  under  {  405.429. 

§  405.429  Return  on  equity  capital  of 
proprietary  providers. 

(a)  Principle.  An  allowance  of  a  rea¬ 
sonable  return  on  equity  capital  Invested 
and  used  in  the  provision  of  patient  care 
is  allowable  as  an  element  of  the  rea¬ 
sonable  cost  of  covered  services  furnished 
to  beneficiaries  by  proprietary  providers, 
The  amount  allowable  on  an  annual  basis 
is  determined  by  applying  to  the  provid¬ 
er's  equity  capital  a  percentage  equal  to 
one  and  one-half  times  the  average  of  the 
rates  of  Interest  on  special  issues  of  pub¬ 
lic  debt  obligations  issued  to  the  Federal 
Hospital  Insurance  Trust  Fund  for  each 
of  the  months  during  the  provider’s  re¬ 
porting  period  or  portion  thereof  covered 
under  the  program. 

(b)  Application.  Proprietary  pro¬ 
viders  generally  do  not  receive  public 
contributions  and  assistance  of  Federal 
and  other  governmental  programs  such 
as  Hill-Burton  in  financing  capital  ex¬ 
penditures.  Proprietary  Institutions  his¬ 
torically  have  financed  capital  expendi¬ 
tures  through  funds  invested  by  owners 
in  the  expectation  of  earning  a  return. 
A  return  on  investment,  therefore,  Is 
needed  to  avoid  withdrawal  of  capital 
and  to  attract  additional  capital  needed 
for  expansion.  For  purposes  of  comput¬ 
ing  the  allowable  return,  the  provider’s 
equity  capital  means:  (1)  The  provider’s 
Investment  In  plant,  property,  and  equip¬ 
ment  related  to  patient  care  (net  of  de¬ 
preciation)  and  funds  deposited  toy  a 
provider  who  leases  plant,  property,  or 


equipment  related  to  patient  care  and  is 
required  by  the  terms  of  the  lease  to  de¬ 
posit  such  fluids  (net  of  noncurrent  debt 
related  to  such  Investment  or  deposited 
funds) ,  and  (2)  net  working  capital 
maintained  for  necessary  and  proper 
operation  of  patient  care  activities  (ex¬ 
cluding  the  amount  of  any  current  pay¬ 
ment  made  pursuant  to  §  405.454(g)  (1) ). 
However,  debt  representing  loans  from 
partners,  stockholders,  or  related  orga¬ 
nizations  on  which  Interest  payments 
would  be  allowable  as  costs  but  for  the 
provisions  of  |  405.419(b)  (3)  (11),  is  not 
subtracted  in  computing  the  amount  of 
(1)  and  (2),  in  order  that  the  proceeds 
from  such  loans  be  treated  as  a  part  of 
the  provider’s  equity  capital.  In  com¬ 
puting  the  amount  of  equity  capital  upon 
which  a  return  is  allowable,  investment 
in  facilities  is  recognized  on  the  basis 
of  the  historical  cost,  or  other  basis,  used 
for  depreciation  and  other  purposes  un¬ 
der  the  health  Insurance  program.  For 
purposes  of  computing  the  allowable  re¬ 
turn  the  amount  of  equity  capital  is  the 
average  Investment  during  the  reporting 
period.  The  rate  of  return  allowed,  as 
derived  from  time  to  time  based  upon 
interest  rates  in  accordance  with  this 
principle,  is  determined  by  the  Social 
Security  Administration  and  communi¬ 
cated  through  Intermediaries.  Return 
on  Investment  as  an  element  of  allowable 
costs  is  subject  to  apportionment  in  the 
same  manner  as  other  elements  of  al¬ 
lowable  costs.  For  the  purposes  of  this 
regulation,  the  term  “proprietary  pro¬ 
viders"  is  Intended  to  distinguish  pro¬ 
viders,  whether  sole  proprietorships, 
partnerships,  or  corporations,  that  are 
organized  and  operated  with  the  expecta¬ 
tion  of  earning  profit  for  the  owners, 
from  other  providers  that  are  organized 
and  operated  on  a  nonprofit  basis. 

§  405.451  Cost  related  to  patient  care. 

(a)  Principle.  All  payments  to  pro¬ 
viders  of  services  must  be  based  on  the 
“reasonable  cost"  of  services  covered 
under  title  Xvrn  of  the  Act  and  related 
to  the  care  of  beneficiaries.  Reasonable 
cost  includes  all  necessary  and  proper 
costs  incurred  in  rendering  the  services, 
subject  to  principles  relating  to  specific 
items  of  revenue  and  cost. 

(b)  Definitions — (1)  Reasonable  Cost. 
Reasonable  cost  of  any  services  must  be 
determined  in  accordance  with  regu¬ 
lations  establishing  the  method  or  meth¬ 
ods  to  be  used,  and  the  items  to  be  in¬ 
cluded.  The  regulations  In  this  subpart 
take  into  account  both  direct  and  in¬ 
direct  costs  of  providers  of  services. 
The  objective  is  that  unoer  the  methods 
of  determining  costs,  the  costs  with 
respect  Uf  individuals  covered  by  the 
program  will  not  be  borne  by  Individuals 
not  so  covered,  and  the  costs  with  respect 
to  individuals  not  so  covered  will  not 
be  borne  by  the  program.  These  regu¬ 
lations  also  provide  for  the  making  of 
suitable  retroactive  adjustments  after 
the  provider  has  submitted  fiscal  and 
statistical  reports.  The  retroactive  ad¬ 
justment  will  represent  the  difference 
between  the  amount  received  by  the 
provider  during  the  year  for  covered 
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services  from  both  title  XV  111  and  the 
beneficiaries  and  the  amount  determined 
in  accordance  with  an  accepted  method 
of  cost  apportionment  to  be  the  actual 
cost  of  services  rendered  to  beneficiaries 
during  the  year. 

(2)  Necessary  and  proper  costs.  Nec¬ 
essary  and  proper  costs  are  costs  which 
are  appropriate  and  helpful  in  develop¬ 
ing  and  maintaining  the  operation  of 
patient  care  facilities  and  activities. 
They  are  usually  costs  which  are  com¬ 
mon  and  accepted  occurrences  in  the 
field  of  the  provider's  activity. 

(c)  Application.  (1)  It  is  the  intent 
of  title  XVIII  of  the  Act  that  payments 
to  providers  of  services  should  be  fair 
to  the  providers,  to  the  contributors  to 
the  health-insurance  trust  funds,  and  to 
other  patients. 

(2)  The  costs  of  providers'  services 
vary  from  one  provider  to  another  and 
the  variations  generally  reflect  differ¬ 
ences  In  scope  of  services  and  intensity  of 
care.  The  provision  In  title  XVIII  of  the 
Act  for  payment  of  reasonable  cost  of 
services  Is  Intended  to  meet  the  actual 
costs,  however  widely  they  may  vary 
from  one  institution  to  another.  This  Is 
subject  to  a  limitation  where  a  particular 
institution's  costs  are  found  to  be  sub¬ 
stantially  out  of  line  with  other  Institu¬ 
tions  In  the  same  area  which  are  similar 
In  size,  scope  of  services,  utilization,  and 
other  relevant  factors. 

(3)  The  determination  of  reasonable 
cost  of  services  must  be  based  on  cost 
related  to  the  care  of  beneficiaries  of 
title  XV111  of  the  Act.  Reasonable  cost 
Includes  all  necessary  and  proper  ex¬ 
penses  Incurred  In  rendering  services, 
such  as  administrative  costs,  mainte¬ 
nance  costs,  and  premium  payments  for 
employee  health  and  pension  plans.  It 
includes  both  direct  and  Indirect  costs 
and  normal  standby  costs.  However, 
where  the  provider’s  operating  costs 
Include  amounts  not  related  to  patient 
care,  or  specifically  not  reimbursable 
under  the  program,  such  amounts  will 
not  be  allowable.  The  reasonable  cost 
basis  of  reimbursement  contemplates 
that  the  providers  of  services  would  be 
reimbursed  the  actual  costs  of  providing 
quality  care  however  widely  the  actual 
costs  may  vary  from  provider  to  pro¬ 
vider  and  from  time  to  time  for  the  same 
provider. 

§  405.452  Determination  of  cost  of  serv¬ 
ices  to  beneficiaries. 

(a)  Principle.  Total  allowable  costs 
of  a  provider  shall  be  apportioned  be¬ 
tween  program  beneficiaries  and  other 
patients  so  that  the  share  borne  by  the 
program  Is  based  upon  actual  services 
received  by  program  beneficiaries.  To 
accomplish  this  apportionment,  the  pro¬ 
vider  shall  have  the  option  of  either  of 
the  two  following  methods: 

(1)  Departmental  method.  The  ratio 
of  beneficiary  charges  to  total  patient 
charges  for  the  services  of  each  depart¬ 
ment  is  applied  to  the  cost  of  the  de¬ 
partment. 

(2)  Combination  method.  The  cost  of 
“routine  services”  for  program  bene¬ 
ficiaries  Is  determined  on  the  basis  of 
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average  cost  per  diem  of  these  services 
for  all  patients;  to  this  is  added  the  cost 
of  ancillary  services  used  by  beneficiaries, 
determined  by  apportioning  the  total 
cost  of  ancillary  services  on  the  basis 
of  the  ratio  of  beneficiary  charges  for 
ancillary  services  to  total  patient  charges 
for  such  services. 

(b)  Definitions — (1)  Apportionment. 
Apportionment  means  an  allocation  or 
distribution  of  allowable  cost  between 
the  beneficiaries  of  the  health  insurance 
program  and  other  patients. 

<2>  Routine  services.  Routine  serv¬ 
ices  means  the  regular  room,  dietary, 
and  nursing  services,  minor  medical  and 
surgical  supplies,  and  the  use  of  equip¬ 
ment  and  facilities  for  which  a  separate 
charge  Is  not  customarily  made. 

(3)  Ancillary  services.  Ancillary  serv¬ 
ices  or  special  services  are  the  services 
for  which  charges  are  customarily  made 
In  addition  to  routine  services. 

(4)  Charges.  Charges  refers  to  the 
regular  rates  for  various  services  which 
are  charged  to  both  beneficiaries  and 
other  paying  patients  who  receive  the 
services.  Implicit  In  the  use  of  charges 
as  the  basis  for  apportionment  is  the 
objective  that  charges  for  services  be 
related  to  the  cost  of  the  services. 

(5)  Cost.  Cost  refers  to  reasonable 
cost  as  described  in  i  405.451(a). 

(6)  Ratio  of  beneficiary  charges  to 
total  charges  on  a  departmental  basis. 
Ratio  of  beneficiary  charges  to  total 
charges  on  a  departmental  basis,  as 
applied  to  inpatients,  means  the  ratio  of 
inpatient  charges  to  beneficiaries  of  the 
health  Insurance  program  for  services  of 
a  revenue-producing  department  or  cen¬ 
ter  to  the  inpatient  charges  to  all 
patients  for  that  center  during  an  ac¬ 
counting  period.  After  each  revenue- 
producing  center '8  ratio  Is  determined, 
the  cost  of  services  rendered  to  bene¬ 
ficiaries  of  the  health  Insurance  pro¬ 
gram  Is  computed  by  applying  the 
Individual  ratio  for  the  center  to  the  cost 
of  the  related  center  for  the  period. 

(7)  Average  cost  per  diem  for  routine 
services.  Average  cost  per  diem  for 
routine  services  means  the  amount  com¬ 
puted  by  dividing  the  total  allowable  In¬ 
patient  cost  for  routine  services  by  the 
total  number  of  inpatient  days  of  care 
(excluding  newborn  days  where  nursery 
costs  are  excluded  from  routine  service 


costs)  rendered  by  the  provider  lrt  the 
accounting  period. 

(8)  Ratio  of  beneficiary  charges  for 
ancillary  services  to  total  charges  for 
ancillary  services.  Ratio  of  beneficiary 
charges  for  ancillary  services  to  total 
charges  for  ancillary  services,  as  applied 
to  inpatients,  means  the  ratio  of  the 
total  Inpatient  charges  for  covered 
ancillary  services  rendered  to  bene¬ 
ficiaries  of  the  health  insurance  pro¬ 
gram  to  the  total  inpatient  charges  for 
ancillary  services  to  all  patients  during 
an  accounting  period.  This  ratio  is 
applied  to  the  allowable  Inpatient 
ancillary  costs  for  the  period  to^deter- 
mine  the  amount  of  reimbursement  to 
a  provider  for  the  covered  ancillary  serv¬ 
ices  rendered  to  beneficiaries. 

(c)  Application — (1)  Objective.  (1) 
The  law  provides  that  the  costs  with 
respect  to  individuals  covered  by  the 
health  Insurance  program  will  not  be 
borne  by  Individuals  not  so  covered,  and, 
conversely,  that  costs  with  respect  to  in¬ 
dividuals  who  are  not  under  the  program 
will  not  be  borne  by  the  program. 

(II)  The  cost  of  services  to  benefi¬ 
ciaries  of  the  health  Insurance  program 
may  be  determined  by  either  of  the  al¬ 
ternative  methods,  that  is  selected  by  a 
provider;  however,  the  objective  of  what¬ 
ever  method  of  apportionment  Is  used 
will  be  to  approximate  as  closely  as  prac¬ 
ticable  the  actual  cost  of  services 
rendered. 

(III)  The  two  methods  of  apportion¬ 
ment  available  for  use  In  determining 
the  cost  of  services  rendered  to  benefi¬ 
ciaries  of  the  program  have  as  their  goal 
the  allocation  of  the  total  allowable  costs 
between  the  beneficiaries  and  other  pa¬ 
tients  In  as  equitable  a  manner  as  pos¬ 
sible.  Under  these  methods.  If  It  is 
found  that  beneficiaries  receive  more 
than  the  average  amount  of  services,  the 
providers  would  receive  reimbursement 
greater  than  average  cost  for  all  patients. 
Conversely,  If  the  beneficiaries  receive 
less  than  the  average  amount  of  services, 
the  providers  would  be  reimbursed  ac¬ 
cordingly  for  the  services  rendered. 

(2)  Departmental  method.  The  fol¬ 
lowing  Illustrates  how  apportionment 
based  on  the  ratio  of  beneficiary  charges 
to  total  charges  applied  to  cost  on  a 
departmental  basis  would  be  determined, 
using  only  Inpatient  data. 


Hospital  A 


Department 

Chargee  to 
program 
beneficiaries 

Total 

ohargea 

Ratio  of 
beneficiary 
charge*  to 
total  charges 

Total 

coat 

Coat  of 
beneficiary 
services 

$140,000 

34,000 

30,000 

40,000 

30,000 

6,000 

$000,000 

100.000 

70,000 

140,000 

00,000 

30,000 

Percent 

33(4 

34 

38M 

>*- 

3314 

30 

$630,000 

76,000 

77,000 

98,000 

46,000 

36,000 

m 

mm 

Others.  . 

Total . 

$360,000 

$1,000,000 

$960,000 

$335,000 

The  total  reimbursement  for  services 
rendered  by  the  provider  to  the  benefi¬ 
ciaries  would  be  $235,000. 

(3)  Combination  method — (1)  Using 
cost  finding.  A  provider  may,  at  its  op¬ 
tion,  elect  to  be  reimbursed  on  the  aver¬ 
age  cost  per  diem  for  the  cost  of  routine 


services,  with  apportionment  of  the  cost 
of  ancillary  services  on  the  basis  of  the 
ratio  of  beneficiary  charges  to  total  pa¬ 
tient  charges  applied  to  the  cost  of  all 
such  ancillary  services.  The  cost  of  the 
ancilllary  services  rendered  to  benefi¬ 
ciaries  of  the  program  Is  determined  by 
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computing  the  ratio  of  total  Inpatient 
charges  for  ancillary  services  to  benefi¬ 
ciaries  to  the  total  inpatient  ancillary 
charges  to  all  patients.  This  ratio  is 
then  applied  to  the  total  allowable  cost 
of  Inpatient  ancillary  services. 

Cost-Finding  Employed  bt  Hospital  B 


Statistical  and  financial  data: 

Total  Inpatient  days  for  all 

patients  _  30, 000 

Inpatient  days  applicable  to 

beneficiaries _  7,  500 

Inpatient  routine  services — 

total  allowable  cost _ $000,000 

Inpatient  ancillary  services — 

total  allowable  cost _ $320, 000 

Inpatient  ancillary  services — 

total  charges _ $400,000 

Inpatient  ancillary  services— 
charges  for  services  to  bene¬ 
ficiaries  _ ,  $80, 000 


Computation  of  cost  applicable 
to  program: 

Average  cost  per  diem  for 
routine  services : 

$600,000  —  30.000  days  =  $20 
per  diem. 

Ooet  of  routine  services 
rendered  to  beneficiaries: 

$20  per  diem  X  7,500  days.  $150, 000 

Ratio  of  beneficiary  charges  to 
total  charges  for  all  ancillary 
services: 

$80,000  $400,000  =  20%. 

Cost  of  ancillary  services 
rendered  to  beneficiaries : 


20%  X  $820,000 .  $64,000 

Total  ooet  of  beneficiary 
services  _ $214,000 


(11)  Using  estimated  percentage.  The 
provider  has  an  option  at  the  beginning 
of  the  program  of  obtaining  from  the 
Intermediary  and  utilizing  an  estimated 
rather  than  a  computed  basis  for  ap¬ 
portioning  cost  between  routine  and  an¬ 
cillary  services.  Where  a  provider 
either  elects  this  option  or  Is  unable  to 
make  the  necessary  computations  by 
cost-finding  methods  as  Indicated  in 
5  405.453,  the  Intermediary  will  estimate 
the  appropriate  percentage  of  the  pro¬ 
vider's  allowable  cost  that  represents 
routine  service  costs  and  the  appropriate 
percentage  that  represents  the  ancillary 
service  costs.  These  percentages  are  to 
be  based  upon  study,  analysis,  and  judg¬ 
ment  by  the  Intermediary  and  designed 
to  approximate  the  result  that  a  cost¬ 
finding  method  would  have  produced  for 
the  particular  provider.  The  use  of  es¬ 
timated  percentages  would  apply  only  to 
cost  reports  for  periods  ending  before 
January  1,  1968.  For  subsequent  pe¬ 
riods,  the  use  of  cost-finding  methods  as 
described  In  8  405.453  will  be  required  for 
the  apportionment  of  allowable  costs. 

Estimated  Percentages  Employed 
bt  Hospital  C 


Statistical  and  financial  data: 

Total  Inpatient  days  for  all 

patients -  35, 000 

Inpatient  days  applicable  to 

beneficiaries _ _  5,  000 

Total  allowable  Inpatient 

«*t  . . $1,  $00  000 

Estimated  percent  for  rou¬ 
tine  Inpatient  services _  70 

Estimated  percent  for  ancil¬ 
lary  Inpatient  services _  30 

Inpatient  ancillary  services: 

Total  charges- . .  $400, 000 

Charges  for  services  to 
beneficiaries _  $80, 000 


Computation  of  cost  applicable 
to  program: 

Average  cost  per  diem  for 
routine  services: 

70%  X  $1,000,000 
=  $700,000  (routine 
service  cost). 

$700,000-5-35,000  days 
=  $20  per  diem. 

Cost  of  routine  services  ren¬ 
dered  to  beneficiaries:  $20 
per  diem  x  5.000  days -  $100,000 

Ratio  of  beneficiary  charges 
to  total  charges  for  all  an¬ 
cillary  services: 

$80,000  -5-  $400,000 
^20%. 

Cost  of  ancillary  services 


rendered  to  beneficiaries: 

30%  X  $1,000,000 

=  $300,000  (ancillary 
service  costs). 

20%  X  $300.000 -  $60.  000 

Total  cost  of  benefici¬ 
ary  services -  $160,  000 


(4)  Option  to  use  departmental 
method  or  combination  method  for  the 
first  reporting  period.  The  provider  has 
the  option  of  using  either  the  depart¬ 
mental  method  or  the  combination 
method  for  the  first  reporting  period. 
Thereafter,  a  provider  may  change  from 
one  to  the  other  method  provided  a 
request  is  made  to  the  intermediary 
before  the  end  of  the  first  month  of  the 
period  for  which  the  change  is  to  be 
applied  and  such  request  is  approved. 

(5)  Temporary  methods  of  apportion¬ 
ment.  (i)  The  intermediary  may  find 
that  a  provider  is  unable  to  apply  either 
the  departmental  method  or  the  com¬ 
bination  method  employing  cost  finding 
or  estimated  percentages.  In  such  case, 
the  intermediary  can  authorize  the 
provider  to  use,  on  a  temporary  basis, 
an  apportionment  based  on  the  ratio  of 
beneficiary  Inpatient  charges  to  total 
inpatient  charges  applied  to  the  total 
cost  of  all  services.  This  would  permit 
the  provider  time  to  establish  the  records 
necessary  for  applying  either  of  the  basic 
alternative  methods  of  apportionment  in 
the  next  accounting  period.  In  some 
cases  the  Intermediary  may  determine 
that  a  provider  is  unable  to  employ  this 
temporary  method  of  apportionment 
based  on  the  ratio  of  beneficiary  in¬ 
patient  charges  to  total  inpatient  charges 
applied  to  total  inpatient  co6t.  In  such 
a  case  any  other  method  determined  by 
the  intermediary  to  be  reasonable  may 
be  used  on  a  temporary  basis.  Any 
temporary  method  of  apportionment 
may  not  be  used  to  cover  more  than  one 
cost  reporting  period. 

Example.  The  following  Illustration  dem¬ 
onstrates  the  apportionment  of  coat  baaed 
on  the  ratio  of  beneficiary  lnpaUent  chargee 
to  all  Inpatient  charges  computed  on  a  total 
basis  for  all  inpatient  services 

Hospital  D 


Financial  data: 

Inpatient  services : 

Total  allowable  coat -  i860, 000 

Total  chaigaa .  1,000,000 

Chargee  for  beneficiary 
services  -  900,000 


Computation  of  cost  of  beneficiary 

lnpaUent  services: 

Ratio  of  beneficiary  charges 
to  total  charges: 

$200,000  :-$ 1,000, 000  — 20%. 

Cost  of  services  rendered  to 
beneficiaries: 

20%  X  $850,000  _  $190,000 

(ii)  Whenever  authorization  Is  given 
to  apportion  costs  by  a  method  other 
than  one  of  the  two  basic  alternative 
methods,  such  authorization  would  be 
considered  to  be  a  temporary  expediency 
to  cover  only  one  accounting  period.  It 
would  be  available  to  a  provider  only 
after  diligent  efforts  have  been  made  by 
the  provider  to  apportion  its  costs  based 
upon  either  of  the  approved  methods  of 
apportionment. 

§  405.453  Adequate  cost  data  and  cost 
finding. 

(a)  Principle.  Providers  receiving 
payment  on  the  basis  of  reimbursable 
cost  must  provide  adequate  cost  data. 
This  must  be  baaed  on  their  financial 
and  statistical  records  which  must  be 
capable  of  verification  by  qualified  audi¬ 
tors.  The  cost  data  must  be  based  on  an 
approved  method  of  cost  finding  and  on 
the  accrual  basis  of  accounting.  How¬ 
ever,  where  governmental  Institutions 
operate  on  a  cash  basis  of  accounting, 
cost  data  based  on  such  basis  of  account¬ 
ing  will  be  acceptable,  subject  to  appro¬ 
priate  treatment  of  capital  expenditures. 

(b)  Definitions — (1)  Cost  finding. 
Cost  finding  is  the  process  of  recasting 
the  data  derived  from  the  accounts 
ordinarily  kept  by  a  provider  to  ascertain 
costs  of  the  various  types  of  services 
rendered.  It  is  the  determination  of 
these  costs  by  the  allocation  of  direct 
costs  and  proration  of  Indirect  costs. 

(2)  Accrual  basis  of  accounting. 
Under  the  accrual  basis  of  accounting, 
revenue  is  reported  in  the  period  when 
It  is  earned,  regardless  of  when  it  is 
collected,  and  expenses  are  reported  In 
the  period  in  which  they  are  incurred, 
regardless  of  when  they  are  paid. 

(c)  Adequacy  of  cost  information. 
Adequate  cost  information  must  be  ob¬ 
tained  from  the  provider’s  records  to 
support  payments  made  for  services 
rendered  to  beneficiaries.  The  require¬ 
ment  of  adequacy  of  data  implies  that  the 
data  be  accurate  and  In  sufficient  detail 
to  accomplish  the  purposes  for  which  it  bt 
Intended.  Adequate  data  capable  of 
being  audited  is  consistent  with  good 
business  concepts  and  effective  and  effi¬ 
cient  management  of  any  organization, 
whether  it  is  operated  for  profit  or  on  a 
nonprofit  basis.  It  is  a  reasonable  ex¬ 
pectation  on  the  part  of  any  agency  pay¬ 
ing  for  services  on  a  cost-reimbursement 
basis.  In  order  to  provide  the  required 
cost  data  and  not  impair  comparability, 
financial  and  statistical  records  should 
be  maintained  in  a  manner  consistent 
from  one  period  to  another.  However, 
a  proper  regard  for  consistency  need  not 
preclude  a  desirable  change  in  account¬ 
ing  procedures  when  there  is  reason  to 
effect  such  change. 

(d)  Cost  finding  methods.  After  the 
dose  of  the  accounting  period,  one  of  the 
following  methods  of  cost  finding  Is  to 
be  used  to  determine  the  actual  costs  of 
services  rendered  during  that  period. 
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(1)  Step-down  method.  This  method 
recognizes  that  services  rendered  by 
certain  nonrevenue-producing  depart¬ 
ments  or  centers  are  utilized  by  certain 
other  nonrevenue-producing  centers  as 
well  as  by  the  revenue-producing  cen¬ 
ters.  All  costs  of  nonrevenue-producing 
centers  are  allocated  to  All  centers  which 
they  serve,  regardless  of  whether  or  not 
these  centers  produce  revenue.  The 
cost  of  the  nonrevenue-producing  cen¬ 
ter  serving  the  greatest  number  of  other 
centers,  while  receiving  benefits  from  the 
least  number  of  centers,  is  apportioned 
first.  Following  the  apportionment  of 
the  cost  of  the  nonrevenue-producing 
center,  that  center  will  be  considered 
"closed"  and  no  further  costs  are  appor¬ 
tioned  to  that  center.  This  applies  even 
though  It  may  have  received  some  serv¬ 
ice  from  a  center  whose  cost  Is  appor¬ 
tioned  later.  Generally  when  two  cen¬ 
ters  render  service  to  an  equal  number 
of  centers  while  receiving  benefits  from 
an  equal  number,  that  center  which  has 
the  greatest  amount  of  expense  should 
be  allocated  first. 

(2)  Other  methods — (1)  The  double- 
apportionment  method.  The  double¬ 
apportionment  method  may  be  used  by 
a  provider  upon  approval  of  the  inter¬ 
mediary.  This  method  also  recognizes 
that  the  nonrevenue-producing  depart¬ 
ments  or  centers  render  services  to  other 
nonrevenue-producing  centers  as  well  as 
to  revenue-producing  centers.  A  pre¬ 
liminary  allocation  of  the  costs  of  non¬ 
revenue-producing  centers  is  made. 
These  centers  or  departments  are  not 
‘‘closed”  after  this  preliminary  alloca¬ 
tion.  Instead,  they  remain  “open,” 
accumulating  a  portion  of  the  costs  of 
all  other  centers  from  which  services 
are  received.  Thus,  after  the  first  or 
preliminary  allocation,  some  costs  will 
remain  In  each  center  representing  serv¬ 
ices  received  from  other  centers.  The 
first  or  preliminary  allocation  is  followed 
by  a  second  or  final  apportionment  of 
expenses  Involving  the  allocation  of  all 
costs  remaining  in  the  nonrevenue- 
producing  functions  directly  to  revenue- 
producing  centers. 

(11)  More  sophisticated  methods.  A 
more  sophisticated  method  designed  to 
allocate  costs  more  accurately  may  be 
used  by  the  provider  upon  approval  of 
the  Intermediary.  However,  having 
elected  to  use  the  double-apportionment 
method,  the  provider  may  not  thereafter 
use  the  step-down  method  without  ap¬ 
proval  of  the  intermediary.  Request  for 
the  approval  must  be  made  on  a  prospec¬ 
tive  basis  and  must  be  submitted  before 
the  end  of  the  first  month  of  the  pro¬ 
spective  reporting  period.  Likewise, 
once  having  elected  to  use  a  more  so¬ 
phisticated  method,  the  provider  may 
not  thereafter  use  either  the  double¬ 
apportionment  or  step-down  methods 
without  similar  request  and  approval. 

(3)  Temporary  method  for  initial 
period.  If  the  provider  Is  unable  to  use 
either  cost-finding  method  when  it  first 
participates  in  the  program,  It  may  apply 
to  the  Intermediary  for  permission  to  use 
some  other  acceptable  method  which 
would  accurately  identify  costs  by  de¬ 
partment  or  center,  and  appropriately 


segregate  Inpatient  and  outpatient  costs. 
Such  other  method  may  be  used  for  cost 
reports  covering  periods  ending  before 
January  1,  1968. 

(e)  Accounting  basis.  The  cost  data 
submitted  must  be  based  on  the  accrual 
basis  of  accounting  which  is  recognized 
as  the  most  accurate  basis  for  determin¬ 
ing  costs.  However,  governmental  Insti¬ 
tutions  that  operate  on  a  cash  basis  of 
accounting  may  submit  cost  data  on  the 
cash  basis  subject  to  appropriate  treat¬ 
ment  of  capital  expenditures. 

§  405.454  Payments  to  providers. 

(a)  Principle.  Providers  of  services 
will  be  paid  the  reasonable  cost  of  services 
furnished  to  beneficiaries.  Interim  pay¬ 
ments  approximating  the  actual  costs 
of  the  provider  will  be  made  on  the  most 
expeditious  basis  administratively  feasi¬ 
ble  but  not  less  often  than  monthly.  A 
retroactive  adjustment  based  on  actual 
costs  will  be  made  at  the  end  of  the  re¬ 
porting  period.  At  the  request  of  the 
provider,  payment  will  be  made  on  a 
basis  designed  to  reimburse  currently 
for  services  rendered  to  beneficiaries. 

<b)  Amount  and  frequency  of  pay¬ 
ment.  Title  XVin  of  the  act  states  that 
providers  of  services  will  be  paid  the 
reasonable  cost  of  services  furnished  to 
beneficiaries.  Since  actual  costs  of  serv¬ 
ices  cannot  be  determined  until  the  end 
of  the  accounting  period,  the  providers 
must  be  paid  on  an  estimated  cost  basis 
during  the  year.  While  the  law  provides 
that  interim  payments  shall  be  made  no 
less  often  than  monthly,  intermediaries 
are  expected  to  make  payments  on  the 
most  expeditious  basis  administratively 
feasible.  Whatever  estimated  cost  basis 
is  used  for  determining  interim  payments 
during  the  year,  the  Intent  Is  that  the 
interim  payments  shall  approximate 
actual  costs  as  nearly  as  Is  practicable 
so  that  the  retroactive  adjustment  based 
on  actual  costs  will  be  as  small  as 
possible. 

(c)  Interim  payments  during  initial 
reporting  period.  At  the  beginning  of 
the  program  or  when  a  provider  first 
participates  in  the  program,  It  will  be 
necessary  to  establish  Interim  rates  of 
payment  to  providers  of  services.  Once 
a  provider  has  filed  a  cost  report  under 
the  health  Insurance  program,  the  cost 
report  may  be  used  as  a  basis  for  deter¬ 
mining  the  Interim  rate  of  reimburse¬ 
ment  for  the  following  period.  How¬ 
ever,  since  initially  there  is  no  previous 
history  of  cost  under  the  program,  the 
interim  rate  of  payment  must  be  deter¬ 
mined  by  other  methods,  Including  the 
following : 

(1)  Where  the  intermediary  is  already 
paying  the  provider  on  a  cost  or  cost- 
related  basis,  the  Intermediary  will  ad¬ 
just  its  rate  of  payment  to  the  pro¬ 
gram's  principles  of  reimbursement. 
This  rate  may  be  either  an  amount  per 
inpatient  day,  or  a  percent  of  the  pro¬ 
vider’s  charges  for  services  rendered  to 
the  program's  beneficiaries. 

(2)  Where  an  organization  other  than 
the  intermediary  Is  paying  the  provider 
for  services  on  a  cost  or  cost-related 
basis,  the  intermediary  may  obtain  from 
that  organization  or  from  the  provider 


itself  the  rate  of  payment  being  used  and 
other  cost  Information  as  may  be  needed 
to  adjust  that  rate  of  payment  to  give 
recognition  to  the  program’s  principles 
of  reimbursement. 

(3)  Where  no  organization  is  paying 
the  provider  on  a  cost  or  cost-related 
basis,  the  intermediary  will  obtain  the 
previous  year's  financial  statement  from 
the  provider.  By  analysis  of  such  state¬ 
ment  in  the  light  of  the  principles  of 
reimbursement,  the  intermediary  will 
compute  an  appropriate  rate  of  payment. 

(4)  After  the  initial  interim  rate  has 
been  set,  the  provider  may  at  any  time 
request,  and  be  allowed,  an  appropriate 
increase  in  the  computed  rate,  upon  pres¬ 
entation  of  satisfactory  evidence  to  the 
intermediary  that  costs  have  increased. 
Likewise,  the  intermediary  may  adjust 
the  interim  rate  of  payment  if  it  has  evi¬ 
dence  that  actual  costs  may  fall  signifi¬ 
cantly  below  the  computed  rate. 

(d)  Interim  payments  for  new  pro¬ 
viders.  (1)  Newly  established  provid¬ 
ers  will  not  have  a  cost  experience  on 
which  to  base  a  determination  of  an  In¬ 
terim  rate  of  payment.  In  such  cases, 
the  intermediary  will  use  the  following 
methods  to  determine  an  appropriate 
rate: 

(1)  Where  there  is  a  provider  or  pro¬ 
viders  comparable  in  substantially  all 
relevant  factors  to  the  provider  for 
which  the  rate  is  needed,  the  Interme¬ 
diary  will  base  an  Interim  rate  of  pay¬ 
ment  on  the  costs  of  the  comparable 
provider. 

(ii)  If  there  are  no  substantially  com¬ 
parable  providers  from  whom  data  are 
available,  the  Intermediary  will  deter¬ 
mine  an  Interim  rate  of  payment  based 
on  the  budgeted  or  projected  costs  of  the 
provider. 

(2)  Under  either  method,  the  inter¬ 
mediary  will  review  the  provider’s  cost 
experience  after  a  period  of  3  months. 
If  need  for  an  adjustment  is  Indicated, 
the  interim  rate  of  payment  will  be  ad¬ 
justed  in  line  with  the  provider’s  cost 
experience. 

(e)  Interim  payments  after  initial  re¬ 
porting  period.  Interim  rates  of  pay¬ 
ment  for  services  provided  after  the  ini¬ 
tial  reporting  period  will  be  established 
on  the  basis  of  the  cost  report  filed  for 
the  previous  year  covering  health  insur¬ 
ance  services.  The  current  rate  will  be 
determined — whether  on  a  per  diem  or 
percentage  of  charges  basis — using  the 
previous  year's  costs  of  covered  services 
and  making  any  appropriate  adjustments 
required  to  bring,  as  closely  as  possible, 
the  current  year’s  rate  of  interim  pay¬ 
ment  into  agreement  with  current  year’s 
costs.  This  interim  rate  of  payment  may 
be  adjusted  by  the  intermediary  during 
an  accounting  period  If  the  provider  sub¬ 
mits  appropriate  evidence  that  its  actual 
costs  are  or  will  be  significantly  higher 
than  the  computed  rate.  Likewise,  the 
intermediary  may  adjust  the  interim  rate 
of  payment  if  It  has  evidence  that  actual 
costs  may  fall  significantly  below  the 
computed  rate. 

(f)  Retroactive  adjustment.  (1)  Title 
XVIH  of  the  Act  provides  that  providers 
of  services  shall  be  paid  amounts  deter¬ 
mined  to  be  due,  but  not  less  often  than 
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monthly,  with  necessary  adjustments  due 
to  previously  made  overpayments  or  un¬ 
derpayments.  Interim  payments  are 
made  on  the  basis  of  estimated  costs. 
Actual  costs  reimbursable  to  a  provider 
cannot  be  determined  until  the  cost  re¬ 
ports  are  filed  and  costs  are  verified. 
Therefore,  a  retroactive  adjustment  will 
be  made  at  the  end  of  the  reporting 
period  to  bring  the  Interim  payments 
made  to  the  provider  during  the  period 
into  agreement  with  the  reimbursable 
amount  payable  to  the  provider  for  the 
services  rendered  to  program  benefi¬ 
ciaries  during  that  period. 

(2)  In  order  to  reimburse  the  provider 
as  quickly  as  possible,  an  initial  retro¬ 
active  adjustment  will  be  made  as  soon 
as  the  cost  report  is  received.  For  this 
purpose,  the  eo6ts  will  be  accepted  as  re¬ 
ported — unless  there  are  obvious  errors 
or  inconsistencies — subject  to  later  audit. 
When  an  audit  is  made  and  the  final 
liability  of  the  program  is  determined,  a 
final  adjustment  will  be  made. 

(3)  TO  determine  the  retroactive  ad¬ 
justment,  the  amount  of  the  provider’s 
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total  allowable  cost  apportioned  to  the 
program  for  the  reporting  year  is  com¬ 
puted.  This  is  the  total  amount  of  re¬ 
imbursement  the  provider  is  due  to  re¬ 
ceive  from  the  program  and  the  bene¬ 
ficiaries  for  covered  services  rendered 
during  the  reporting  period.  The  total 
of  the  interim  payments  made  by  the 
program  in  the  reporting  year  and  the 
deductibles  and  coinsurance  amounts  re¬ 
ceivable  from  beneficiaries  is  computed. 
The  difference  between  the  reimburse¬ 
ment  due  and  the  payments  made  is  the 
amount  of  the  retroactive  adjustment. 

(g)  Provision  for  current  financing. 
(1)  In  addition  to  the  basic  procedure  for 
payment  to  a  provider  following  the  sub¬ 
mission  of  bills  to  the  intermediary,  pay¬ 
ment  will  be  made  upon  request  by  the 
provider  on  a  basis  designed  to  reimburse 
currently  for  services  furnished  to  bene¬ 
ficiaries.  The  amount  of  such  payment 
will  be  computed  by  the  intermediary 
initially  on  an  estimated  basis  and 
periodically  adjusted  to  represent  the 
average  level  of  services  un reimbursed 
by  the  basic  payment  procedure. 


(2)  A  study  will  be  made  of  the  pos¬ 
sibility  that  a  financial  requirement  In 
the  production  of  services  arises  prior  to 
the  rendition  of  services  to  beneficiaries 
and  is  not  being  met  by  the  program. 
Among  the  factors  to  be  considered  in 
the  study  will  be  the  extent  to  which  out¬ 
lays  for  consumable  items  for  which  pay¬ 
ment  may  be  made  in  advance  of  ren¬ 
dition  of  services  are  offset  by  outlays  for 
other  items,  such  as  wages  and  salaries, 
which  ordinarily  are  not  made  until  after 
services  are  rendered. 

4h)  Cost  reporting  period.  For  cost- 
reporting  purposes,  the  program  will  re¬ 
quire  submission  of  annual  reports  cover¬ 
ing  a  12-month  period  of  operations 
based  upon  the  provider’s  accounting 
year.  At  the  option  of  the  provider,  how¬ 
ever,  during  the  first  year  of  the  program 
a  short  period  report  beginning  July  1, 
1966,  and  ending  with  the  provider’s  ac¬ 
counting  year  may  be  submitted,  pro¬ 
vided  such  report  covers  at  least  6 
months. 

|FR  Doc.  66-12661;  Piled,  Nov.  21,  1966; 
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